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legal decisions which have ap- 
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More than two thousand im- 
portant banking decisions have 
been made by the courts since 
the Fifth Edition appeared in 
1939. These, of course, are in- 
cluded in the new 1955 cumula- 
tive supplement. 


These digests are grouped under 
150 main headings arranged in 
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By MARSHALL C. CORNS 


This new book is a practical guide to bank auditing 
routine and procedure. It is designed not only to show 
how to audit any bank as required by law but discusses 
in detail the responsibilities of directors, the pitfalls of 
bank management and operation, and the positive pro- 
tectional and precautionary controls to set up so as to 
avoid embezzlements and defalcations. It contains 
many samples, schedules and forms used in undertak- 
ing an audit so that it is complete in every way. 


The author is a recognized authority on bank man- 
agement problems and auditing practices, procedures 
and routines. For many years has been a management 
consultant and advisor to banks and has had a career 
in banking from practical bank clerk to bank president 
in both city and country banks, large and small. 


Over 84 exhibits add to the usefulness of the book 
which makes it indispensable for bank directors, off- 
cers, auditors, students, bank examiners, public ac- 
countants, supervisory authorities and certified public 
accountants. 
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We will be glad to send you without obligation a com- 
plete set of 12 titles of the recently published BANK 
EMPLOYEES LIBRARY by John Y. Beaty for 24 years 
editor of Bankers Monthly. 


This series was written not only to inform bank em- 
ployees about the technical aspects of their jobs but 
particularly to impress upon them the importance and 
dignity of banking as a profession and of the oppor- 
tunities which it offers for a useful and rewarding career. 
Each book inspires the employee to do his best, not 
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erage of all aspects of estate plan- 
ning. 

The broad scope of the Handbook 
is sufficient assurance of its practical 
value. The following special features 
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Federal Income Taxation of Banks 
By JAMES M. ERWIN* 


Banks, savings and loan associations, building and loan 
associations and mutual savings banks, like other corporations, 
are subject to income tax at the corporate level. There are 
certain rules for determining taxable income that apply to 
banks generally and certain special rules which apply only to 
savings and loan associations, building and loan associations 
and mutual savings banks, which became taxable in 1952. In 
other respects, the income tax liabilities of all banking organi- 
zations are determined under the provisions of the Code which 
apply to all taxpayers or to corporations generally. Credit 
unions without capital stock, organized and operated for mu- 
tual purposes and without profit, as well as corporations or- 
ganized to finance crop operations for farmers and like co- 
operatives continue to be exempt from income tax. An asso- 
ciation without capital stock is taxed as a bank only if sub- 
stantially all of its business is confined to making loans to mem- 
bers, otherwise it is taxable as an ordinary corporation. 

There are certain special rules for determining taxable 
income of mutual savings banks, building and loan associations 
and cooperative banks not having capital stock, such as reserve 
for bad debts, dividends paid by banking corporations and 
amounts paid or credited to accounts of depositors as dividends 
on deposits. A mutual savings bank conducting a life in- 
surance business is taxable generally as a bank on its banking 
business and as a life insurance company on its life insurance 
business. Banks are required to file the regular corporation 
income tax return and to file declarations of estimated income 
tax if the tax liability can reasonably be iemanions to exceed 
$100,000 for the taxable year. 


* Mr. Erwin is Manager of the Tax Department of Ernst & Ernst, Houston, Texas. 





534 THE BANKING LAW JOURNAL 


Gross income of banks includes gains or profits from any 
source, including rentals for use of building, office or safe 
deposit box space, dividends, interest (except interest on cer- 
tain government obligations), receipts from business activities, 
gains from sale of assets and collections and other charges for 
services rendered. Recoveries on bad debts written off in prior 
years or tax refunds are not taxable unless the deductions in 
prior years resulted in a reduction of income taxes. 

Generally, interest on obligations of the United States, its 
agencies and instrumentalities, issued after February 28, 1941, 
is fully taxable. As to interest on obligations issued before 
March 1, 1941: 


Farm loan bonds issued by federal land banks or joint stock land 
banks, debentures of federal intermediate credit banks and Pan- 
ama Canal Loan Bonds of 1961 are exempt. 

Treasury bonds in excess of $5,000 principal amount, and obliga- 
tions of Commodity Credit Corporation, Consolidated Federal 
Home Loan Bank, Farm Credit Act of 1933, Federal Farm Mort- 
gage Corporation, Federal Home Loan Bank, Federal Housing 
Administration, Federal Savings and Loan Association Shares, 
Home Owners’ Loan Corporation and Reconstruction Finance 
Corporation are subject to the 22% surtax but not to the normal 
tax of 30%. 


Amortization of premiums on fully tax-exempt bonds and 
partially tax-exempt bonds (subject to 22% surtax only) is 
mandatory and amortization of premiums on fully taxable 
bonds is elective. 

Amortization of taxable bonds may be based on the ma- 
turity or the earlier call date of the bond. However, the premium 
on taxable bonds issued after January 22, 1951, and acquired 
after January 22, 1954, may be amortized to the earlier call 
date only if such call date is more than three years after the 
date of issue, the remaining unamortized premium being de- 
ductible in the year the bond is called. 

Where the issuing price of the bonds to the public or first 
purchaser is less than the price the issuer must pay to retire 
them, this difference is referred to as “original issue discount.” 
The gain on sale of such bonds which represents full or partial 
recovery of the original issue discount is taxable as ordinary 
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income in the case of securities issued after December 31, 1954, 
and held for more than six months. The amount of original 
issue discount taxable as ordinary income is based on the per- 
centage of the number of months the bond was held to the 
number of months between original issue date and maturity 
date of the bond. The balance of the gain is taxable as a capital 
gain. 

Dividends received by banks from domestic corporations 
are included in taxable income and the bank is entitled to the 
85% dividend deduction. Dividends on all stock of federal in- 
strumentalities issued on or after March 28, 1942, are taxable; 
however, dividends on stock of federal reserve banks, federal 
land banks, national farm loan associations and on deposits 
made in federal savings and loan associations, issued before 
that date, are exempt. The 85% dividend deduction does not 
apply to dividends from mutual savings banks, cooperative 
banks, domestic building and loan associations and savings 
and loan associations, as such dividends are deductible in de- 
termining the net income of such organizations and are con- 
sidered as interest. Dividends received in property are gen- 
erally included in income at the fair market value of the prop- 
erty. 
The capital gain and loss provisions which apply to sales 
or exchanges of property are available to banks and savings 
and loan associations. However, if a bank’s losses from sales or 
exchanges of bonds, debentures, notes or certificates, or any 
other evidence of indebtedness issued by any corporation with 
interest coupons or in registered form in any taxable year 
exceed the gains from such sales or exchanges, the net loss 
is an ordinary loss and not a capital loss. Like other corpora- 
tions, banks may not deduct a net capital loss in any year but 
may carry forward such capital loss and apply it in reduction 
of capital gains in each of the five years following the year of 
the loss. 

The definition of capital assets contains certain exceptions 
which are pertinent to banks and savings and loan associations; 
which are (1) depreciable business property, (2) real property 
used in the business, (8) property held for sale to customers 
in the ordinary course of trade or business, and (4) short- 
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term noninterest-bearing government obligations issued after 
March 1, 1941, on a discount basis. 

If the losses on sales or exchanges of real property and 
depreciable property used in the business and held for more 
than six months and the losses from involuntary conversions 
of such property and of capital assets exceed the gains from 
such sales or exchanges or involuntary conversions, the result- 
ing net loss is an ordinary loss deductible in full. However, if 
the gains exceed the losses on such sales or exchanges or in- 
voluntary conversions, the resulting net gain is taxable as a 
long-term capital gain. Property used in the trade or business 
has been held to include real estate acquired by foreclosure and 
rented for a period of over six months. 

Failure to exercise options to buy or sell property result 
in short-term capital gains or losses. Losses on worthlessness 
of stock are treated as losses from sales or exchanges on the 
last day of the taxable year. Amounts received on the retire- 
ment of bonds are considered as amounts received in exchange 
therefor. 

Banking institutions may elect to report any casual sale 
of personal property for a price exceeding $1,000 and any 
sale of real property on the installment basis, and to report the 
profit on such sales in the years in which payments are re- 
ceived. The installment basis may be used whether or not there 
are any payments in the year of sale but payments (exclusive 
of evidences of indebtedness of the purchaser) in the taxable 
year of sale may not exceed 80 percent of the selling price. 
The selling price includes both existing mortgages (whether 
or not expressly assumed by the purchaser) and purchase money 
mortgages received on the sale, for the purpose of determining 
whether payments in the year of sale exceed 30 percent of the 
selling price. However, the assumption by the purchaser of 
an existing mortgage on the property does not constitute a 
payment in the taxable year of sale for this purpose. The total 
contract price, for the purpose of determining the gain on the 
sale, does not include an existing mortgage. 

Banks may adopt the cash or accrual basis of accounting in 
determining taxable income and deductions. On the cash basis, 
amounts actually or constructively received are included in in- 
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come. There is constructive receipt when income is credited 
without restriction to the extent that it may be drawn by the 
taxpayer and brought immediately under his control. Examples 
of constructive receipt included matured interest coupons, in- 
terest credited on bank deposits and dividends unqualifiedly sub- 
ject to the stockholder’s demand. Likewise, deductions are 
allowable on the cash basis only when paid, with the exception 
of depreciation, amortization of bond premiums and prepaid 
insurance, 

On the accrual basis, the computation of net income in- 
cludes amounts earned but not received and liabilities incurred 
but not paid. If it is uncertain whether a liability exists, there 
can be no accrual until the liability becomes certain. If the lia- 
bility is admitted but the amount is uncertain, a reasonable 
accrual will be deductible, subject to later correction. Some 
regulatory bodies compel a hybrid method for banks and sav- 
ings and loan associations—cash basis for income items and 
accrual basis for expenses, and such methods may be authorized 
by the Regulations if they meet the general requirement of 
clearly reflecting income. - 

The Internal Revenue Code now provides that if the method 
of accounting is voluntarily or involuntarily changed, there shall 
be taken into account for the year of change those adjustments 
necessary solely by reason of the change in order to prevent 
amounts from being duplicated or omitted entirely. However, 
these transitional adjustments may not be based on items which 
were, or should have been taken into account as income pro- 
ducing factors for years generally beginning prior to 1954. 
These transitional adjustments might result in the bunching 
of income in the year of change, thus putting the taxpayer in 
a higher tax bracket. Therefore, the Code provides in effect 
for the proration of the increased income over a three-year 
period, the taxable year and two preceding years, if such ad- 
justments increase the taxable income for the year of change 
by more than $3,000 and if the old method of accounting was 
used in the two preceding taxable years. 

Banks and financial institutions have been faced with the 
question of when income from commissions and disccunts on 
loans made by a bank should be reported. This question has 
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resulted in much federal income tax litigation and the method 
of treatment ordinarily depends upon the method of book- 
keeping of the taxpayer. However, certain rules may be sum- 
marized on the basis of court decisions and rulings and these, 
rules are different for cash basis banks and accrual basis 
banks: 


CASH BASIS BANKS 

Interest bearing loans bought at discount — no income until all 
or part of loan is paid. 

Interest bearing loans payable in installments—interest is income 
and is subtracted from the installment; then a ratable part of the 
installment remainder is principal and part is income. 
Noninterest bearing loans for money loaned, or loans bought at 
a discount — discount is income when the note is paid in full at 
maturity and commission is income only when received in excess 
of the amount loaned. 

Noninterest bearing loans payable in installments for money 
loaned—discount is reported ratably as each installment is paid. 


ACCRUAL BASIS BANKS 
Interest bearing loans bought at a discount—interest is income 
as earned; no income from discount until all or part of loan is paid. 
Interest bearing loans payable in installments—interest is income 
and is subtracted from the total installment amount; then a rat- 
able part of the remainder of the installment is principal and 
part is income as earned and not as paid. 
Noninterest bearing loans for money loaned or bought at a dis- 
count—discount is income as earned though not paid but commis- 
sion is income when the loan is made. 
If the loan is extended after purchase—the charge is a commis- 
sion and is income when loan is extended. 


Banks, like other taxpayers, are allowed deductions for the 
usual expenses of running a banking or savings and loan busi- 
ness. These expenses include salaries and wages, insurance, 
rent, repairs, interest (including interest and dividends on 
savings accounts and other deposits), state and local taxes, 
losses not compensated for by insurance, bad debts or reserves 
therefor, contributions, advertising, contributions to exempt 
employees pension, profit sharing, stock bonus or annuity plans 
or trusts, depreciation and all other ordinary and necessary 
expenses. The net operating loss deduction is allowed to the 
same extent as other corporations, 
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In addition, banks, trust companies and incorporated do- 
mestic insurance companies are allowed deductions for divi- 
dends paid on their preferred stock owned by the United States 
or any instrumentality thereof which is exempt from income 
tax, even if such dividends exceed the amount of earnings or 
profits available for distribution as dividends. Savings and loan 
associations, building and loan associations, cooperative banks 
and mutual savings banks may deduct dividends paid or credited 
to accounts of depositors or holders of accounts, if such amounts 
paid or credited are withdrawable on demand subject only 
to customary notice of intention to withdraw; and may also 
deduct amounts paid by them during the taxable year in re- 
payment of loans made prior to September 1, 1951, by the 
United States or any of its wholly owned agencies or instru- 
mentalities (such as the Reconstruction Finance Corporation) 
or by any mutual fund established under state law. Interest 
paid or accrued on indebtedness is deductible, unless incurred 
to carry tax-free obligations other than United States obliga- 
tions originally subscribed for by the taxpayer. 

Unlike other taxpayers, banks may treat losses from worth- 
lessness of debts evidenced by securities as bad debt losses and 
are not subject to the capital loss limitations except with 
respect to worthless stock and stock rights. Further, if losses 
from sales or exchanges of bonds, notes, debentures, or cer- 
tificates or other evidences of indebtedness of a corporation 
(including one issued by a government or political subdivision 
thereof) with interest coupons or in registered form, exceed 
the gains from such sales or exchanges, such excess is an or- 
dinary loss deductible in full. If a bank owns directly at least 
80% of each class of stock of another bank and such stock be- 
comes worthless, the loss is an ordinary loss. 

Banks may elect to deduct as bad debts either specific debts 
which become worthless during the taxable year or a reason- 
able addition to a reserve for bad debts determined by taking 
into account the surplus, undivided profits and reserves exist- 
ing at December 31, 1951. 

The use of the reserve method by banks is now governed 
by Mimeographs 6209 and 54-55, issued by the Internal Rev- 
enue Service. These rulings provide for the use of a twenty- 
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year moving average of bad debt losses to outstanding loans 
in determining a percentage which applied to outstanding loans 
measures the amount of permissible reserve for a bank chang- 
ing to reserve method and the minimum reserve for future 
years, A bank may use an average experience factor based on 
any twenty consecutive years of its own experience after the 
year 1927 in lieu of the twenty years preceding the taxable 
year. In computing the moving average percentage, the average 
should be computed on loans comparable in nature and risk 
involved to those outstanding at the end of the taxable year. 
Government insured loans should be eliminated both from the 
loans outstanding used in determining the twenty-year average 
and from the loans outstanding at the end of the taxable year. 
A newly organized bank or a bank without sufficient years’ ex- 
perience to compute a twenty-year moving average may set 
up a reserve based on the average experience of other similar 
banks for the same type of loans, preferably in the same locality, 
until the bank’s own experience is established; and to fill in 
the years for which they have had no experience with similar 
data. 

A bank changing to the reserve method of accounting for 
bad debts may continue to take deductions from taxable in- 
come equal to the current moving average percentage of bad 
debts applied to the outstanding loans at the end of the tax- 
able year, or an amount sufficient to bring the reserve at the 
end of the taxable year to the minimum reserve, whichever is 
greater. However, continued deductions are allowable only 
in such amounts as will bring the accumulated reserve at the 
close of any taxable year to an amount not exceeding three 
times the moving average experience loss rate applied to out- 
standing loans, provided that, 


1. For the first taxable year beginning after December $1, 1953, 
the deductible addition to the reserve may not exceed the 
difference between the ceiling so computed and the accumu- 
lated total of the reserve at the close of the taxable year before 
the addition, and 


. For the second taxable year beginning after December 31, 
1953, the deductible addition to the reserve may not exceed 
one-half of the difference between the ceiling so computed 
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and the accumulated total of the reserve at the close of the 
taxable year before the addition. 


Bad debt losses sustained are charged to the reserve and re- 
coveries of bad debts previously charged to the reserve are 
credited to the reserve. 

These rulings of the Internal Revenue Service have been 
further interpreted in letters and special rulings to the Com- 
mittee of Banking Institutions on Taxation. In one of these 
requests for ruling the Committee inquired whether the moving 
average of bad debts to loans over the twenty-year period should 
be computed on the basis of the total net losses divided by the 
total loans or on an average of the percentages for each of the 
twenty years. The Service replied that no specific method for 
this computation was prescribed and that either method was 
acceptable provided that the method of computation was con- 
sistently followed. 

These rulings of the Internal Revenue Service and the in- 
terpretive letters to the Committee of Banking Institutions 
on Taxation should be carefully studied by bankers in order to 
obtain the maximum benefits from the use of the reserve method 
of determining bad debt losses deductible from taxable income. 

There are many provisions of the Internal Revenue Code, 
as adopted in 1954, which were specifically designed to en- 
courage business, some of which are beneficial to banks and 
their customers. 

The methods of computing depreciation of assets new in 
use and having useful lives of three years or more are particu- 
larly beneficial to loan customers who borrow money for the 
purchase of new equipment and facilities and were designed to 
encourage business to expand and invest in new and more 
efficient facilities. These new methods of computing deprecia- 
tion enable the taxpayer to recover a greater percentage of 
the cost of the facilities during the early years of useful lives 
and make easier the repayment of borrowings for the purchase 
of the facilities. 

One of these new methods for computing depreciation is 
known as the “double declining balance method”, under which 
twice the normal rate of depreciation is applied to the unrecov- 
ered cost of the asset at the beginning of the year. Further, it 
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is not necessary to deduct the estimated salvage value of the 
asset in determining the basis for depreciation under this 
method. For example, let us assume the purchase of a new 
machine having a useful life of ten years and a cost of $20,000. 
The depreciation under this method would be $4,000 for the 
first year, $8,200 for the second year and $2,560 for the third 
year, a total of $9,760 in depreciation for the first three years 
as compared to $6,000 under the straight-line method for the 
same period. 

Another new method for computing depreciation is the “sum 
of the years digits method” under which the annual deprecia- 
tion rate is determined by dividing the years of useful life by 
the sum of all of the years of useful life, the numerator for the 
first year being the last year of useful life—and so on. Using 
our example of a new machine having a useful life of ten years, 
a cost of $20,000 and an estimated salvage value of $2,000, the 
depreciation under this method for the first year would be 
10/55 of $18,000 (cost, less salvage) or $8,278, 9/55 of $18,- 
000 or $2,945 for the second year and 8/55 of $18,000, or $2,- 
618 for the third year, a total of $8,836 in depreciation for 
the first three years as compared to $9,760 under the “double 
declining balance method” and $6,000 under the straight-line 
method. 

The advantages of these new depreciation provisions are 
obvious—to banks and particularly to their customers who 
borrow money for the purchase of new equipment and facili- 
ties. 

The Code also authorizes agreements in writing between 
the Commissioner and the taxpayer under which the useful 
lives of assets and rates of depreciation so agreed upon will be 
binding on both parties in the absence of facts not taken into 
consideration in adopting the agreement. Either party seeking 
a modification of the agreement must establish the new facts 
and circumstances and any change in the agreed rates or use- 
ful lives will not be effective retroactively. In certain cases this 
might be beneficial to a loan customer embarking on a financing 
program for new facilities as it would provide some assur- 
ance of depreciation deductions in determining taxable income 
and cash available for debt service. 
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Repairs or incidental alterations or replacements to real 
or personal property, which neither materially add to the value 
of the property or appreciably prolong its life, but merely keep 
it in efficient operating condition are deductible as ordinary and 
necessary business expenses. However, replacements, altera- 
tions or other expenditures which restore the property or ma- 
terially prolong its life should be capitalized or charged against 
the reserve for depreciation. 

Representatives of the Internal Revenue Service now make 
detailed examination of items charged to repairs and generally 
question several items which they feel should be capitalized and 
recovered through depreciation rather than deducted as re- 
pairs. It is often difficult to determine whether a repair or re- 
placement really extends the useful life of an asset or whether 
it only enables the corporation to efficiently use the asset during 
the normal useful life previously determined. Obviously, the 
complete rebuilding of a machine with a short remaining use- 
ful life may extend its period of usefulness but in many cases 
the expenditures for repairs and replacements only enable the 
corporation to realize the useful life over which the machine is 
being depreciated and should be deducted as repairs. 

The planning of the program for expenditures for repairs 
and maintenance may frequently enable the corporation to 
accelerate such expenditures during periods of high profits 
when funds are available for that purpose, thus enabling more 
efficient manufacture to meet competition. Further, if repair 
programs are carried on simultaneously with improvement 
programs, it is likely that the Internal Revenue Service may 
disallow the repair expense on the grounds that the repair 
program is a part of the improvement program. Contractors’ 
bills should be carefully reviewed to see that the repairs are 
properly described and returned for correction if repairs are 
described as improvements. 

The law with respect to so-called nonbusiness bad debts has 
been liberalized. If a business debt became worthless when the 
taxpayer was no longer in business there was a question under 
the old law whether it was a bad debt loss deductible in ful! or 
a capital loss and usually was held to be a short-term capital 
loss. 
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Under present law, a debt keeps its business character, 
whether or not the taxpayer is in business when the debt be- 
comes worthless, and is deductible as a bad debt—the only re- 
quirement being that the debt was created or acquired in the 
course of the taxpayer’s business. 

Further, if an individual taxpayer endorses or guarantees 
the obligation of another individual incurred for money used 
in the trade or business, the loss to such individual endorser or 
guarantor is an ordinary loss, deductible in full, if such ob- 
ligation was worthless when payment was made under the 
guaranty or endorsement. Such losses were capital losses under 
prior law. 

Theft and embezzlement losses are now deductible in the 
year discovered. Under prior law, losses of this type were gen- 
erally deductible in the year of the theft or embezzlement, 
which might have been several years prior to discovery and no 
tax benefit could be obtained because of the statute of limita- 
tions on filing claims for refund. 

The year in which real estate taxes may be accrued and 
deducted has been substantially changed. Taxpayers who re- 
port their income and deductions on the accrual basis of ac- 
counting may elect to accrue real estate taxes ratably over the 
year to which such taxes apply. 

Under prior law, real estate taxes were deemed to accrue 
at the time when the tax became a lien on the property or when 
personal liability for the tax arose. 

For example, ad valorem taxes become a lien on January 
1, for the year following that date and are payable before De- 
cember 81 of that year. Under prior law, the entire amount of 
such taxes would be deductible in the taxable year which in- 
cluded the lien date. An accrual basis taxpayer may now accrue 
the ad valorem tax over the year beginning January 1 and 
ending December 81. 

Under prior law, the entire real estate tax deduction was an 
allowable deduction to either the buyer or seller of real estate, 
dependent on whether the lien date on which such taxes be- 
came due occurred before or after the sale of the property. 

Real estate taxes on property sold are now apportioned 
between the buyer and the seller as of the date of sale, regard- 
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less of any apportionment of the taxes in the contract of sale or 
of any different apportionment agreed upon between them. 
Such apportionment applies whether the taxpayers are on the 
cash or accrual basis. 

Research and experimental costs incurred after December 
81, 1958, may be treated as expense or capitalized and charged 
off over a period of not less than 60 months, at the option of 
the taxpayer. There is no limitation on the amount of research 
and experimentation expense that a taxpayer may include in 
expenses for the year incurred, if an election is made to treat 
such items as deductions. This new rule applies to individuals, 
corporations, partnerships or any other taxpayer. 

All research and experimental expenditures are subject to 
this treatment except costs of exploration for oil and gas and 
minerals and of land or depreciable property used in research 
or experimental work. 

This provision should be an incentive for established busi- 
nesses to engage in research and experimental work, particular- 
ly in a high income year when the top tax brackets are effective. 
The development or research work should normally be creating 
a valuable asset and yet all the costs are immediately deductible. 
If the patent or device resulting from the work is valuable, it 
may be sold at a capital gain. Further, the tax saving on the 
deductions helps to provide funds for the research. 

The limitation on charitable contributions by corporations 
continues to be 5% of net income including all dividends re- 
ceived. However, the Code provides that if contributions in 
any year exceed the 5% limit, the excess may be carried over 
to the two following years and included with contributions paid 
in such years, subject to the 5% limitation for such years. This 
provision of the new Code will permit corporations to plan their 
charitable contributions in order to obtain the maximum de- 
ductions from taxable income. 

Individuals, as well as corporations, may now deduct as busi- 
ness expenses, contributions made to qualifying organizations 
if the payment is actually made with the expectation of getting 
something in return—such as payments to a hospital under an 
agreement to provide medical care to employees. 

Corporate organization expenses can now be written off 
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against taxable income over a five-year period. Under the old 
law, a corporation was required to capitalize its organization 
expense and could deduct such expense only in the year of 
liquidation unless the corporate life was limited by its charter. 

The expenses which qualify for such write-offs over a five- 
year period are those incident to the creation of the corpora- 
tion such as legal fees, state incorporation fees and fees and 
expenses of temporary directors. Reorganization expenses and 
expenses of issuing stock, such as printing costs, commissions, 
etc., are not permitted to be written off over the five-year period 
but must be capitalized as under prior law. 

Individuals and corporations, particularly those engaged 
in oil and gas or mining, will benefit from the removal of re- 
strictions on net operating loss deductions, carry-backs and 
carry-overs under the new Code. 

Under prior law, it was necessary to reduce the net operat- 
ing loss by the excess of percentage depletion over cost deple- 
tion, tax-free interest, and the deduction for dividends re- 
ceived by one corporation from another corporation in deter- 
mining the amount of loss which could be carried back or for- 
ward to other taxable years. 

It was also necessary to further reduce the loss carried back 
or forward by the same adjustments for the taxable year to 
which carried back or forward in order to determine the 
amount or loss deductible from taxable income for that year. 


The result of making such adjustments was that, particu- 
larly in oil and gas and mining, a taxpayer did not receive any 
tax benefit from a loss as a carry-over or carry-back. For this 
reason, an oil operator whose drilling program resulted in an 
operating loss for the year could generally obtain no tax bene- 
fit from such loss as a carry-back or carry-forward to other tax- 
able years and resorted to the practice of selling an oil pay- 
ment in the year in order to obtain the full benefit of deductions 
for intangible drilling and development expense and percent- 
age depletion. This will no longer be necessary. 

It is no longer necessary to make the adjustments to net 


losses and to net loss carry-overs and carry-backs for the ex- 
cess of percentage depletion over cost depletion, tax-free in- 
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terest or the deduction for dividends received by one corpora- 
tion from another. 

The law has, in general, adopted the principle that a tax- 
payer shouldn’t be treated differently when he has a loss year. 
The idea is that over a period of time, each taxpayer will get 
all of his deductions in full, regardless of whether some years 
are loss years and some are profit years. 

The law also provides for a two-year carry-back and a five- 
year carry-over of losses. Further, corporations may include 
losses from the sale of business real or depreciable property 
as part of the net operating loss and carry-back and carry-for- 
ward, 

The reasonability of compensation paid to officers and key 
employees has in many cases been the subject of controversy 
between the taxpayer corporation and representatives of the 
Internal Revenue Service and the courts are often called on to 
decide the issue. The usual standard for reasonable compensa- 
tion is the amount which would ordinarily be paid by compar- 
able corporations for similar services in like circumstances. 
However, this standard is usually unavailable because there 
are rarely two corporations whose businesses are similar and, 
further, the necessary information cannot be obtained. How- 
ever, there are certain standards which have been followed by 
the courts in determining the reasonability of compensation, 
which are — 

The ratio of the compensation to net profits after deducting the 
compensation and the ratio of the compensation to net sales. 
The nature of the business—whether the individuals to whom 
the compensation is paid generate the sales and profits of the 
corporation. 

Compensation paid by similar concerns in the same or comparable 
industries for similar services. 

The time required to be spent by the individuals in performing 
duties of their positions. 

Living conditions and living costs in the community. 

Individual ability, technical training and experience of the officers 
or employees. , 

Number of persons who are capable of performing the duties of 

the individuals. 

Results accomplished by the individuals for the corporation and 
its stockholders. 





548 THE BANKING LAW JOURNAL 


One of the most satisfactory methods of compensating cor- 
poration officers and key employees is the payment of fairly 
low base salaries and additional compensation in bonuses based 
on a percentage of the profits before the additional compensa- 
tion and federal taxes on income. This method has proved over 
a long period of time to result in greater sales and profits to the 
corporation and its stockholders because of the incentive to 
executives, as they participate in any profits resulting from 
their efforts and receive nothing if their management of the 
corporation results in losses or very low profits. The reason- 
ability of such arrangements will more likely be sustained in 
any controversy with the Internal Revenue Service if judged 
with relation to the circumstances existing when an arm’s- 
length contract or authorization was made, even though the 
resulting compensation may be greater than was anticipated 
when the arrangement was made or approved by the stock- 
holders of the corporation. Each issue with the Service relative 
to reasonability of compensation must be decided on the basis 
of the facts with respect to that corporation. 


These are some of the provisions of the Internal Revenue 
Code which may enable you to be of greater assistance in the 
planning for your bank and its customers. 


EDGE ACT MAY BE REVISED 


The Edge Act, which became law in 1919 and which has been 
amended very little since its enactment, may be revised depending 
to an extent upon the recommendations of the Federal Reserve 
Board which has invited comments on a proposed revision. 


The Act is designed primarily to aid United States companies 
compete in international trade and finance. Under the revised 
act banking and non-banking operations would be more clearly 
defined than they now are and non-banking organizations would 
be permitted to invest in stocks of some overseas enterprises which 
were not incorporated in this country or not engaged in the 
banking business. 





Priorities of Maritime Liens—The 
Ship Mortgage Act of 1920 


Motivated partly by a desire to provide the United States 
with adequate security on the disposal of its large government- 
built merchant shipping fleet to private owners after World 
War I, and partly by a desire to increase private investment in 
shipping,’ Congress passed the Ship Mortgage Act of 1920.’ 
The act declares any mortgage made pursuant to its provisions 
to be a “preferred mortgage,” enforceable in an in rem pro- 
ceeding in admiralty, and constituting a maritime lien.” In 
order to qualify as a preferred mortgage, the mortgage must 
include “the whole of any vessel of the United States” and the 
mortgagee must be an American citizen." Moreover, the 
mortgage must be recorded with the collector of customs in 
the vessel’s home port and must be indorsed on the vessel’s docu- 
ments.*” 

The preferred mortgage is given priority over all maritime 
liens except “preferred maritime liens,” which are defined as 
all liens arising before the recording and indorsement of the 
preferred mortgage; and certain types of liens regardless of 
when they arise—namely, tort liens, wages of a stevedore em- 
ployed directly by the owner or other specified persons, wages 
of the crew, general average, and salvage, including contract 
salvage."° The author of the act explained the preference given 
~ EDITOR'S NOTE: This article is reprinted with the permission of the Editors of 
the HARVARD LAW REVIEW from part of a note entitled “Priorities of Maritime 
Liens”, appearing at page 525 of the January, 1956, issue. 


105Hearings Before the House Committee on the Merchant Marine and Fisheries on H.R. 

8422, 66th Cong., Ist Sess., pt. I, at 4, 5, $8, 42, 48, 45 (1919). 

106 41 Srar. 1000, as amended, 46 U.S.C. §§ 911-84 (1952), as amended, 46 U.S.C. § 951 

= a Trust Co. v. The Thomas Barlum, 293 

@1 1984 

10T 41 Grar. 1000, 1003 (1920), as amended, 46 US.C. §§ 922, 951 (1952). Foreclosure 

can also be accomplished in suits brought by other lienors in which the mortgagee in- 

tervenes. The Henry W. Breyer, 17 F.2d 423 (D. Md. 1927). 

108 41 Srar. 1000 (1920), as amended, 46 U.S.C. §922(a) (1952). 

108 41 Srar. 1000 (1920), as amended, 46 U.S.C. §§ 921, 922 (1952); 48 Srar. 948, 947 

(1925), as amended, 46 USC. §§ 1011, 18 (1952). A contract lien arising after the 
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& Tepeir Co Steamship No. Star, 271 552 (1926); Hercules Co. v. The Brigadier 
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A corporate stevedore cannot have a preferred maritime lien under this section since 
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distinction between tort and contract liens has become increasingly important 
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to tort and salvage liens on the ground that these risks can be 
insured against by the mortgagor at the request of the mort- 
gagee, and thus do not deplete the security. On the other hand, 
since there usually is no insurance against subsequent contract 
claims, they are made inferior to the mortgage by the terms 
of the statute. Hence the mortgagee can obtain almost 100 
per cent security."* Although the act was amended in 1954 
to give American admiralty courts jurisdiction to foreclose 
mortgages on foreign vessels, it does not give such mortgages 
the same priority as preferred mortgages on domestic ships. 
These foreign mortgages are made subordinate to all con- 
tract liens incurred in the United States, whether before or 
after the mortgage.’ 

The act has raised several difficult problems of construction. 
On the one hand, the act expressly makes a preferred mortgage 
inferior to contract liens arising prior to its recording and in- 
dorsement and superior to postmortgage contract liens. On the 
other hand, it seems to leave in force existing rules of priority 
among maritime liens except insofar as they conflict with its pro- 
visions. Thus, for example, A may have an antemortgage sup- 
ply lien, M, a preferred mortgage, and P, a postmortgage 
supply lien. Under the act A is superior to M, and M to P, but 
under the inverse order rule, P outranks A. The courts have re- 
solved the apparent paradox by holding A superior to P on the 
ground that the act not only prefers antemortgage liens to the 
mortgage, but also intends to protect preferred maritime liens 
against postmortgage contract claims."* Therefore the inverse 


since the of the act because of the preferred position given to tort liens. Where 
a shipper Ee SE 20. Wee SES & Ree an Saetien Se ane for breach of con- 
tract or in tort for breach of a common-law duty of a common carrier to transport 
goods accepted without unreasonable delay. The Henry W. Breyer, supra. 

Where repairs are being performed pursuant to contract and a preferred mortgage is 


-Y. 1928). 
111 Hearings, supra note 105, at 5; Hearings Before the House Committee on the 
chant Marine and Fisheries on H.R. 9419 (rev. H.R. 8422 and H.R. 8873), 66th Cong., 
2d Sess., pt. 5, at 21 (1920). 
112 68 Srar. $23 (1954) , 46 U.S.C. § 951 (Supp. II, 1955), Aruba-Sabrina, 1955 Am. Mar. 
Cas. 1148 (D.C.Z.) (the amendment applies to mortgages existing at the time of its 
enactment). 
113 National Shawmut Bank v. The Winthrop, 129 F.Supp. 661 Pong Mass. 1955); The 
—— 94 (W.D. Wash. 1946); The Zizania, 1984 Am. Mar. Cas. 770 (D. 
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order rule must yield to the specific provision that only pre- 
ferred maritime liens are superior to the mortgage. Through 
the fortuitous intervention of a preferred mortgage, the earlier 
lienor is thus given a priority which he would not otherwise 
have. 

There has also been considerable litigation over the relation- 
ship of laches to the Ship Mortgage Act. Since the act specific- 
ally preserves the rules of laches existing at the time of its en- 
actment,"** the courts have held that laches may bar a preferred 
maritime lienor from participating ahead of a preferred mort- 
gagee or another preferred maritime lienor.”** On the other 
hand, they have refused to allow preferred mortgages to be 
barred by laches on the grounds that there were no rules of 
laches with regard to preferred mortgages when the act was 
passed,"** and that laches is not included in the statutory pro- 
vision that a mortgagee may waive his right to a preferred 
mortgage at any time, by agreement “or otherwise.””* Even 
though the mortgagee in one of these cases had waited nine 
years after the mortgage matured to foreclose, the court said 
that the act does not require foreclosure at any specific time, 
or even within a reasonable time. A repairman could see from 
the indorsement of the mortgage that no discharge had been 
given, and if he then extended credit, he did so at his peril.”* 

These decisions raise the difficult problem of circular priori- 
ties. In a recent case”™® the court, in order to decide the case 
before it, posed a hypothetical situation in which A has an ante- 
mortgage maritime lien of $8,000; M, a preferred mortgage of 
$20,000; P, a nonpreferred postmortgage maritime lien for 
$10,000; and the proceeds of the sale of the ship are $25,000. 
A was not guilty of laches toward M at the date of the mortgage, 
but was guilty of laches toward P at the date P acquired his lien. 
The expectations of the parties would be as follows: under 
the provisions of the Ship Mortgage Act, M would be superior 
114 41 Srat. 1005 (1920), 46 U.S.C. § 974 (1952). 

115 The John Cadwalader, 99 F.2d 678 (3d Cir. 1938); National Shawmut Bank v. The 


Winthrop, 184 F.Supp. $370 (D. Mass. 1955). 
116 The Red Lion, 22 F.2d 329 (E.D.N.Y. 1927). 


117 41 Srar. 1005 (1920), 46 US.C. ame (1952) , The Favorite, 34 F.Supp. 324 (S.D.N.Y. 
1940), afd, 120 F.2d 899 (2d Cir. 1941). 

118 Jbid. 

119 National Shawmut Bank v. The Winthrop, 184 F.Supp. 370 (D. Mass. 1955). 
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to P but inferior to A, so that he can expect $25,000 less A’s 
claim of $8,000, or $17,000. P took subject to M, but not to 
A, since A’s claim is barred by laches, so that P can expect 
$25,000 less M’s claim of $20,000, or $5,000. On the other hand, 
A, though by hypothesis subject to P, was never subject to 
M, so that there will be sufficient funds to satisfy in full his ex- 
pectation of $8,000. Thus there are expectations of $80,000 pay- 
able out of a $25,000 fund. 


It has been suggested that the fairest way to deal with the 
problem is to prorate the fund, paying it out in fractions of 
17/80, 5/80, and 8/80 of $25,000." But the court rejected 
this solution, holding that any diminution of the mortgagee’s 
expectation would violate the letter and spirit of the act. The 
court further held that, since the loss must fall on either A or 
P, P should bear the loss, because he had constructive notice 
both of the mortgage and of the fact that there might be pre- 
mortgage liens superior to the mortgage under the act. Thus 
the court would allow A to receive his full claim of $8,000 and 
M, the remaining $17,000. The decision presents a rather ano- 
malous result in holding that a preferred maritime lienor may 
be guilty of laches as to post-mortgage lienors, but in giving 
no effect to this holding in its result. The practical effect of the 
decision would be to discourage postmortgage lienors from 
rendering services to the ship, even after a reasonable time 
had elapsed from the date of the mortgage, since they could 
never be sure of outranking premortgage lienors unless such 
lienors were also barred by laches as to the mortgagee at the 
date of the mortgage. 


Assuming that the mortgagee’s expectations should be 
fully satisfied, at least two other solutions to the hypothetical 
example may be advanced. Accepting the reasoning that P has 
constructive notice of the possibility of premortgage liens, 
it is arguable that he should not bear the whole loss since A was 
guilty of laches as to P; therefore the remaining $8,000 should 
be divided pro rata between them. However, charging P with 
constructive notice is opem to serious criticism. The basis of 


120 Note, Priorities Puzzle Under Ship Mortgage Act, 2 Wasu. L. Rev. 117 (1927). 
121 The court held that any liens barred by laches at the date of the mortgage would 
be paid after all postmortgage liens. 
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constructive notice should be that P, with reasonable diligence, 
could have ascertained the existence of premortgage liens. The 
statute allows all lienors to record notice of their liens if the 
vessel is covered by a preferred mortgage.”* But since this 
provision is not mandatory, and since recording can occur only 
at the home port of the vessel but not on the vessel’s docu- 
ments,’ the chances of P’s ascertaining the existence of other 
lienors seem remote. Rather than indicating that Congress in- 
tended to establish a system of providing notice to prospec- 
tive claimants, these provisions may be explained as a means 
of effectuating the statutory requirement that a mortgagee who 
libels a vessel furnish actual notice to all those who have evi- 
denced a proprietary interest in the vessel.’** If P is not held 
to have constructive notice of the possibility of A’s lien, the fact 
that A’s lien is barred by laches should entitle P to his expec- 
tation of $5,000. 4 would then get the remaining $3,000. This 
solution is consistent with the statutory provision preserving 
the rules of laches. At the same time, it would further the policy 
of the maritime law to assist vessels in obtaining credit, since 
postmortgage lienors would be assured that liens arising after 
a reasonable time has elapsed from the execution of the mort- 
gage would be inferior only to the mortgage. 


122 41 Srar. 1002 (1920), 46 U.S.C. § 925(a) (1952). 

123 Jbid.; 43 Srar. 948, 947 (1925), as amended, 46 U.S.C. §§ 1011, 18 (1952). 

124 See 41 Srar. 1003 (1920), 46 U.S.C. § 951 (1952), as amended, 46 US.C. § 951 
(Supp. II, 1955). 


REGULATION U DOES NOT APPLY TO STOCK 
PRIOR TO REGISTRATION 


The Board of Governors of the Federal Reserve System has 
ruled that loans which enable borrowers to purchase newly issued 
stock before it becomes listed on a national securities exchange 
are not subject to the restrictions of Regulation U. If such loans 
continue after the stock is registered, they do not have to be 
reduced even if they are greater than the amount permitted for 
registered stock under Regulation U; however, after listing, the 
borrower cannot make withdrawals or substitutions of collateral 
that would increase the excess over the maximum loan amount. 
Interpretation, Board of Governors of Federal Reserve System, 
21 F.R. 1094, February 17, 1956. 





BANKING DECISIONS 


In this department are published each month all of the important deci- 
sions of the Federal and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 


Indorsers of Notes Rank Equally With 
Lending Banks in Bankruptcy Case 


A very important decision involving contracts of indorse- 
ment has been handed down by the Court of Appeals in the 
Fourth Circuit. The L. & M. Realty Corporation was in- 
debted for some $17,000 to Leo and Meyers; its only other 
indebtedness was $14,000 to two banks evidenced by notes 
indorsed by both Leo and Meyers. Leo died and shortly after- 
wards when the corporation was insolvent and within four 
months of bankruptcy, Meyers caused the corporation to pay 
the full indebtedness to the banks which left nothing for the 
corporation to pay either Leo’s estate or Meyers. The estate 
brought suit asking that the corporation be adjudged an in- 
voluntary bankrupt. 


The question to be decided by the court was this: In the 
distribution of the assets of a bankrupt, is the independent 
claim of an indorser subordinated to the claim arising out of 
the debt of the bankrupt which he has indorsed? The court 
answered this in the negative which meant that the payment 
to the banks was an illegal preference and would have to be 
returned to the bankrupt corporation for distribution to all 
its creditors in proportion to their debts. 


The trial court had reasoned that because Leo and Meyer 
indorsed the notes to the banks, they were precluded from 
claiming anything against the corporation until the banks 
were paid in full. The appellate court looked at it differently, 
however. It said that the rule cited by the trial court would be 
applicable if Leo and Meyers’ claims arose out of payment 
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of the notes since one who has guaranteed payment of an 
obligation and who is subrogated to rights under it upon 
payment may not assert it as a claim to the detriment of those 
it was intended to protect. But their claims against the bank- 
rupt corporation arose out of their own loans to the corpora- 
tion and not out of their indorsements and therefore Leo’s 
estate, Meyers and the banks were all general creditors of the 


bankrupt. 


The rule enunciated in this case, in the words of the court 
is, “The fact that a creditor of a corporation indorses its paper 
does not mean that he agrees the paper which he indorses be 
given any lien upon the assets of the corporation or any priority 
over any claim which he may have against it. Leo v. L. & M. 
Realty Corporation, United States Court of Appeals, Fourth 
Circuit, 228 F.2d 89. The opinion of the court is as follows: 


PARKER, C.J.—This is an appeal from an order dismissing a peti- 
tion of the Executrix of Dr. Louis S. Leo asking that the L & M Realty 
Corporation be adjudged an involuntary bankrupt because of alleged 
preferential payments made to two banks while the corporation was 
insolvent. 

All of the stock of the corporation was owned by Dr. Leo and a Dr. 
Myers. The corporation was indebted to Leo in the sum of $17,501.85 
and to Myers in approximately the same amount. It owed no other 
debts except $14,000 to two banks, evidenced by notes indorsed by both 
Leo and Myers. After the death of Leo, while the corporation was in- 
solvent and within four months of the filing of the petition in bank- 
ruptcy, Myers caused it to pay to the banks the full amount of the notes 
which he and Leo had indorsed and this exhausted the corporation’s as- 
sets, leaving nothing to be paid upon the indebtedness due to him and 
to Leo. The trial judge stated in his opinion, D.C., 131 F.Supp. 57, that 
the estate of Leo was insolvent, although it is said here that there was 
nothing to support this finding except a statement in open court by 
counsel for the estate. 

There can be no question but that the indebtedness due the bank, 
being unsecured and not being entitled to any priority of payment over 
other creditors, was in the same class as the indebtedness due to Myers 
and Leo even though the note evidencing the indebtedness had been 
indorsed. Swarts v. Fourth National Bank, 8 Cir., 117 F. 1; Living- 
stone v. Heineman, 6 Cir., 120 F. 786. This being true, the payment to 
the bank constituted a preferential payment to a creditor which was an 
act of bankruptcy. It resulted in the payment in full of one of the 
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creditors of the insolvent corporation to the exclusion of other creditors 
of the same class. The Bankruptcy Act as amended 11 U.S.C.A. § 96, 
sub. a provides: 


“(a) (1) A preference is a transfer, as defined in this title, 
of any of the property of a debtor to or for the benefit of a creditor 
for or on account of an antecedent debt, made or suffered by such 
debtor while insolvent and within four months before the filing 
by or against him of the petition initiating a proceeding under 
this title, the effect of which transfer will be to enable such credi- 
tor to obtain a greater percentage of his debt than some other 
creditor of the same class.” 


Since the creditors were all of the same class, it is clear that the pay- 
ment in full of the claim of the banks amounted to a preference, unless 
it can be said that the independent claim of an indorser on the note of 
the bankrupt to the banks is subordinated to the payment of that note 
in the distribution of the bankrupt’s assets. The question, then, is: 
In the distribution of the assets of a bankrupt, is the independent claim 
of an indorser subordinated to the claim arising out of the debt of the 
bankrupt which he has indorsed? The answer to that question must 
depend upon whether there is anything in the contract of indorsement 
creating a lien or priority upon the assets of the bankrupt or making it 
inequitable for the indorser to share equally with other creditors with 
respect to his independent claim. There is manifestly nothing in the 
contract of indorsement creating any sort of lien or priority upon the 
assets of the bankrupt. It seems equally clear that there is nothing in 
that contract making it inequitable for the indorser to share equally 
with other creditors in the division of the bankrupt’s estate with respect 
to a claim which does not arise out of the indorsement or have any rela- 
tion thereto. The contract of indorsement is an agreement to pay that 
particular debt if the principal debtor fails to pay. It does not create 
any relationship with respect to any other indebtedness. So far as any 
independent claim of the indorser is concerned, he is in no different posi- 
tion, because of the indorsement, from any other creditor of the bank- 
rupt. 

The learned judge below was of opinion that, because Leo and Myers 
had indorsed the notes of the banks, they were precluded from claiming 
anything on their claims until the banks were paid in full. This rule 
applies where the claim asserted arises out of payment of indorsed notes 
or performance of a guaranty or indemnity agreement. It is based upon 
the equitable doctrine that one who has guaranteed the payment of an 
obligation and who is subrogated to rights under it upon payment, may 
not assert it as a claim to the detriment of those it was intended to pro- 
tect. See American Surety Co. of New York v. Sampsell, 327 U.S. 269, 
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66 S.Ct. 571, 90 L.Ed. 663; American Surety Co. v. Westinghouse Elec- 
tric Mfg. Co., 296 U.S. 133, 56 S.Ct. 9, 80 L.Ed. 105; Jenkins v. National 
Surety Co., 277 U.S. 258, 48 S.Ct. 445, 72 L.Ed. 874; Swarts v. Siegel, 8 
Cir., 117 F. 13; Collier on Bankruptcy, 14 ed., vol. 3 p. 1847. The claim 
of Leo here, however, is not a claim to which this doctrine has any appli- 
cation. It does not arise out of any indorsement or guaranty, but is an 
entirely independent claim; and there is no reason, so far as the record 
shows, why it should be postponed in payment to any other indebted- 
ness owing by the corporation. The fact that a creditor of a corporation 
indorses its paper does not mean that he agrees that the paper which he 
indorses be given any lien upon the assets of the corporation or any 
priority over any claim which he may have against it. It means merely 
that he will pay the indorsed note if the corporation does not do so. 
There is nothing in this which justifies subordinating any independent 
claim which he may have against the corporation to the claim which he 
has indorsed. No case has been cited upholding any such proposition 
and we know of none. 

There is nothing in Pepper v. Litton, 308 U.S. 295, 60 S.Ct. 238, 84 
L.Ed. 381, which justifies the subordination or postponement of independ- 
ent claims of Leo and Myers to the claim of the bank merely because 
they were indorsers on paper which the bank held. There is nothing 
to show that there was any fraud in connection with these claims, that 
they represented mere capital contributions or that they were anything 
other than bona fide debts owing by the corporation. For the principles 
justifying the subordination of claims, see Pepper v. Litton, supra; Samp- 
sell v. Imperial Paper & Color Corp., 313 U.S. 215, 61 S.Ct. 904, 85 L.Ed. 
1293; Collier on Bankruptcy, 14 ed., vol. 3 p. 1810 and cases there cited. 

In the peculiar circumstances of this case, the preferential payment 
to the banks would not result in prejudice to other creditors but for the 
insolvency of the Leo estate. Since Leo and Myers were the only other 
creditors and had independent claims in equal amounts, the payment to 
the banks would have inured equally to the benefit of both and each 
would have been relieved of making a payment equal to what he would 
have receivd from the distribution of the bankrupt’s assets. Because 
of the insolvency of Leo, however, this result does not follow. The 
amount which his estate would have to pay on the claim arising out of 
the indorsement would not be the same as the amount he would receive 
from the assets of the bankrupt but decidedly less; and there is no prin- 
ciple upon which one claim could be offset against the other, since the 
bankrupt is the debtor with respect to both. If the $14,000 assets of the 
corporation had been ratably distributed among its creditors, the banks 
would have received approximately $4,000 and Leo and Myers would 
have received on their claims approximately $5,000 each. Leo’s liability 
on his indorsement to the banks would have been approximately $5,000; 
but this liability would have been a mere claim against his estate. The 
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$5,000 received from the assets of the corporation would be an asset of 
the estate for the benefit of all its creditors. The effect of the preferen- 
tial transfer which Myers caused the corporation to make is to take this 
asset from the creditors of Leo’s estate and use it to extinguish in full a 
liability of the corporation for which Myers and Leo were secondarily 
liable, and thus benefit Myers at the expense of Leo’s creditors. This is 
just the sort of thing that the Bankruptcy Act was intended to prevent. 

For the reasons stated, the order dismissing the petition will be re- 
versed and the case will be remanded for further proceedings not incon- 
sistent herewith. 

Reversed. 


SOPER, Circuit Judge (dissenting). 

This is an appeal from an order of the District Court dismissing a 
petition in bankruptcy filed on August 16, 1954 against L & M Realty 
Corporation, a Virginia corporation, based on the ground that on August 
12, 1954 the corporation had committed an act of bankruptcy in that 
while insolvent, it paid in full a note of $9,000 owing by it to the Na- 
tional Bank of Commerce and a note of $5,000 owing by it to the Sea- 
board Citizens Bank, thereby making a preferential transfer, as defined 
in 11 U.S.C.A. § 96 sub. a(1), the effect of which was to enable the 
banks to obtain a greater percentage of their debts than other creditors 
of the same class. 

The facts are simple and undisputed. The only stockholders of the 
corporation were Dr. Louis S. Leo and Dr. Edward Myers. The only 
creditors of the corporation were the two banks in the sums mentioned, 
and the two stockholders, each of whom had loaned the corporation ap- 
proximately $17,000. Each of them had also endorsed the notes held 
by the banks. The only asset of the bankrupt corporation was the sum 
of $14,000 in cash, and this was used, as we have seen, to pay the notes 
held by the banks. At the time that the petition in bankruptcy was 
filed Leo was dead and his estate was insolvent. The payments to the 
banks were made at the instance of Myers, so that he would not be 
obliged as an endorser to pay more than his fair share of the notes held 
by the bank. The petition in bankruptcy was filed by the executrix of 
Leo in the hope that the monies paid to the bank might be recovered as 
preferential payments so that the creditors of the insolvent estate of 
Leo might participate in the distribution of the assets of the bankrupt 
corporation. In such case Myers would be obliged to make good the 
shortage to the banks. 

From these circumstances it is manifest that the payments to the 
banks were not preferential in the statutory sense since they did not 
deprive any creditor of a share of the bankrupt’s estate which he was 
entitled to receive. It is true that in the rule set forth in Swarts v. 
Fourth National Bank, 8 Cir., 117 F. 1, and subsequent decisions, Leo 
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and Myers belonged to the same class of creditors as the banks although 
the notes held by the banks were endorsed by them; but Leo and Myers 
were not entitled to share the assets of the bankrupt equally with the 
banks because they had surrendered their right to participate by their 
contracts of endorsement until the banks had been paid. The banks of 
course had no lien on the assets and would have had no priority over 
other creditors had there been any; but they were entitled to be paid 
before the creditors who had endorsed the obligations which they held. 

The equitable principle has been frequently laid down and applied 
that a surety may not share a bankrupt’s estate on equal terms with 
creditors whom the surety has undertaken to secure. In American Surety 
Co. v. Westinghouse Electric Mfg. Co., 296 U.S. 133, 59 S.Ct. 9, 80 L.Ed. 
105, it was held that a surety company, which had executed a statutory 
construction bond to satisfy the claims of labor and material men against 
the building contractor, and had paid the full amount of its bond, had 
no right to compete with creditors of the contractor who had not been 
paid for labor or material; and the same rule was applied in American 
Surety Co. of New York v. Sampsell, 327 U.S. 269, 66 S.Ct. 571, 90 L.Ed. 
663 as to the claims of material men who had not filed their claims in 
due time and had thereby lost their right to recover under the bond. 
The Supreme Court went further in Jenkins v. National Surety Co., 277 
U.S. 258, 48 S.Ct. 445, 72 L.Ed. 874, where it held that the surety com- 
pany could not compete with the creditor it had agreed to protect, al- 
though the surety’s claim was not based on the right of subrogation but 
upon a separate agreement of indemnity between the surety company 
and the principal in the bond.* 

It is contended that this principle should not be applied in the in- 
stant case because the claims of Leo and Myers are independent of the 
claims of the banks, whereas, in the cited cases, the rule was applied to 
claims of the surety which were connected with or grew out of the 
obligations which it had assumed. There is, however, no intimation in 
the decided cases that the equitable principle should be strictly limited 
to the circumstances therein disclosed; and there is no good reason why 
it should be so limited. Moreover, it is not necessary for our present 
purposes to hold that the principle should be extended to all cases in 
which one creditor has endorsed or guaranteed the indebtedness due 
another. It is sufficient to point out that under the unusual circum- 
stances of the pending case, it would be inequitable to permit the en- 
dorsers to press their claims in competition with the claims of the banks. 

The injustice of such a proceeding is easily shown. Except for the 
limited liability of the stockholders for the debts of the L & M Realty 
Company, the business in effect belonged to and was conducted by Leo 


1 See also Fouts v. Maryland Cas. Co., 4 Cir., 30 F.2d 357; See also Central States Corp. 
v. Luther, 10 Cir., 215 F.2d 38, 46; In re Prudence-Bonds Corp., 2 Cir., 102 F.2d 531, 
584, Amick v. Columbia Casualty Co., 8 Cir., 101 F.2d 984, 986. 
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and Myers as if they were partners each of whom had a one-half interest 
in the enterprise. When the business was in need of money they ad- 
vanced additional sums in the form of loans to carry it on and when 
more money was needed they persuaded the banks to make loans to the 
corporation upon their endorsements. It would obviously be most in- 
equitable to permit the owners of the business to apply its assets to the 
payment of their own claims until they had made good on their guar- 
antees to the banks. If, in the cited cases, it was inequitable for a 
surety company, which had completely complied with its contract of 
indemnity by paying to the creditors the full amount of its bond, to 
compete with the creditors of the bankrupt contractor, how can the en- 
dorsers in the instant case, who have paid no part of the obligations 
which they guaranteed, be allowed to participate? 

It is conceded in the opposing argument that if Leo’s estate were 
solvent, the payments to the banks would not have prejudiced the other 
two creditors because each of them would have been relieved of his ob- 
ligation as endorser. This is true, but it is also conclusive of the whole 
controversy. It is manifest that Leo, insolvent, had no greater claim 
against the corporation than Leo, solvent, would have had. Undoubtedly 
the effect of the payments to the banks was to deprive Leo’s creditors 
of a share of the assets of the bankrupt corporation, but Leo’s creditors 
had no greater right to object than Leo himself. The argument confuses 
the creditors of Leo with the creditors of the bankrupt corporation. The 
section of the bankruptcy act which defines the preferential transfer of 
the property of an insolvent is designed to protect his creditors; but is 
not concerned with the creditors of his creditors. 


FEDERAL LAW DETERMINES GOVERNMENT 
BOND CASE 


A plaintiff who owned government bonds brought suit against 
defendants alleging they had wrongly participated in cashing the 
bonds which had been stolen from plaintiff. The federal district 
court applied Pennsylvania law in the case which resulted in 
judgments against the defendants. On appeal to the Circuit Court 
of Appeals in the Third Circuit the lower court decision was re- 
versed on the ground that the rights of transferees of stolen govern- 
ment bonds should be determined by federal not state law. Bank 
of America National Trust and Saving Association v. Rocco, Circuit 
Court of Appeals, Third Circuit, 226 F. 2d 297. It is interesting 
to note that in recent articles the Columbia and Virginia Law 
Reviews take opposite positions about this decision. See 42 
Virginia L.R. 396, 56 Columbia L.R. 438. 
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Failure to Get Collateral From Borrower 
Precludes Bank From Claiming Against 
Reconstruction Finance Corporation 


A case has recently been reported where the federal dis- 
trict court concluded “The negligent manner in which the 
Bank here handled the securing of such a sizable loan as $275,- 
000 deprives it of any basis, whether judged by legal stand- 
ards or by sound business practice, for shifting 75% of the 
loss to the RFC.” It appeared that the bank had a blanket 
participation agreement with the Reconstruction Finance Cor- 
poration whereby the latter would participate as a guarantor 
in loans made by the bank under certain specified conditions. 
The bank made one loan apparently without having a recorded 
mortgage as security at the time of disbursing part of the 
proceeds of the loan to the borrower. The borrower was sub- 
sequently adjudicated bankrupt and the bank sought to have 
the RFC participate in the loss by virtue of its blanket agree- 
ment with the bank. 


The court ruled that the lack of proper security at the 
time of disbursing the loan violated one of the provisions of 
the blanket agreement and that as a consequence the RFC 
was not obliged to participate in the loss, Central National 
Bank in Chicago v. Reconstruction Finance Corporation, Uni- 
ted States District Court, N. D. Illinois, 184 F.Supp. 149. 
The opinion of the court is as follows: 


HOFFMAN, D.J.—This is an action by The Central National Bank 
in Chicago against the Reconstruction Finance Corporation for breach 
of contract. Federal jurisdiction rests upon the ownership by the United 
States of the entire capital stock of the Reconstruction Finance Corpo- 
ration, the requisite jurisdictional amount being involved. The statute 
creating the RFC and amendatory legislation provided that all of its 
stock be held by the United States Government, 15 US.C. § 601, 15 
U.S.C.A. § 601. Any suit by or against the RFC is therefore a suit aris- 
ing under the laws of the United States within the meaning of 28 U.S.C. 
§ 1831. Machine Tool & Equipment Corp. v. Reconstruction Finance 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1269. 
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Corp., 9 Cir., 1942, 181 F.2d 547, 549; Marks v. Reconstruction Finance 
Corp., 4 Cir., 1942, 129 F.2d 759, 760... . 







The contract upon which the Bank here brings suit is a printed, 
standard-form document known as the “Blanket Participation Agree- 
ment” which the RFC made available to banks generally throughout the 
country beginning in March 1945. The Bank alleges that the RFC 
breached this Agreement by refusing to purchase a 75% participation in 
a loan which the Bank made to the Kungsholm Baking Company and on 
which the Bank sustained a loss of approximately $135,000. The RFC 
justifies its refusal to purchase the participation in this loan on the ground 
that it was only obligated to purchase participations in loans which 
were secured by “validly pledged collateral having an appraised value 
(deemed reasonable by Bank) in excess of the unpaid balance” prior to 
any disbursement on the loan. The Bank concedes that the steps neces- 
sary to perfect the validity of the mortgages which were to secure the 
loan were not completed prior to the Bank’s disbursement thereon. The 
Bank, however, claims that the loan was validly secured by adequate 
collateral prior to the date upon which it made demand on the RFC for 
the purchase of a participation and that this was sufficient. 






















The issues for decision here are these: First, whether the loan to 
Kungsholm was secured by validly pledged collateral prior to the dis- 
bursement thereon. Second, if it was not, whether it is a condition 
precedent to the obligation of the RFC to purchase a participation that 
the loan be validly secured prior to disbursement by the Bank thereon. 
Third, whether the Bank ever had an appraisal deemed reasonable by 
the Bank showing the value of the collateral to be in excess of the dis- 
bursement on the loan. 


The Blanket Participation Agreement between the Bank and the 
RFC was signed December 12, 1945. The parties made no alterations 
in the standard printed form but merely inserted in the appropriate 
blank spaces the date of the execution of the agreement, the name of the 
Bank, the date of December 31, 1945, as the termination of the first quar- 
ter for which the recurring quarterly participation charge was due from 
the Bank to the RFC, and the signature of the parties. 


















The Blanket Participation Agreement was introduced to banks and 
business concerns by the issuance by the Reconstruction Finance Cor- 
poration of its Circular No. 25. The Bank attached a copy of this 
circular to its complaint and relies upon it for its interpretation of the 
Blanket Participation Agreement. The circular was issued on March 
25, 1945, and bore the heading “Information Regarding Blanket Partici- 
pation In Loans Made By Banks to Business Enterprises.” This cir- 
cular contains a page and a half explanation of the purpose and intent 
of the Agreement, a copy of the form of Agreement and excerpts from 
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“Acts of Congress Applicable to Loans of the Character Herein De- 
scribed.” The purpose and intent of this Blanket Participation Agree- 
ment is set forth as follows: 







“Reconstruction Finance Corporation has adopted a program 
which in effect provides for a practically automatic guaranty of 
75% (or such lesser percentage as may be requested by the bank) 
of loans made by approved banks to business enterprises which 
meet the requirements of the Blanket Participation Agreement 
set forth on pages 2 to 6 of this Circular. Under this program, 
such loans would be made by banks upon terms and conditions 
satisfactory to them without the necessity of filing loan applica- 
tions with the F.F.C. as heretofore. 












“This action has been taken in order to adequately and prompt- 
ly care for the large volume of applications for loans which it is 
anticipated may develop during and subsequent to the period of 
conversion from a wartime to a peacetime economy. 

. 









* 


“It is and always has been the policy of the Corporation to 
carry on its business in a manner which fosters private enterprise 
and avoids competition with banks. It is in furtherance of this 
established policy that the plan herein described has been made 
available to banks and industry. 


“In order to qualify for protection under this new arrange- 
ment, a bank will make application for a Blanket Participation 
Agreement ... (If) approved the Agency Manager will execute 
the Agreement. 


* * * 














“Thereafter, a bank desiring to make a loan under the protec- 
tion of the Agreement will first submit to the Agency Manager 
a schedule of the salaries and other compensation of the officers 
.. . of proposed borrower .. . If such... are found .. . to be 
reasonable and the proposed loan meets the requirements of the 
Agreement it will automatically be covered by the Agreement 
upon notice to the Loan Agency on a simple one page form. 
7. * 













* 
“... The simplicity of this procedure and the fact that the 
handling of the loan is in the bank’s hands make it very attractive 
to banks desiring this service.” 


a * 









The Blanket Participation Agreement provided that the Bank, imme- 
diately upon making any loan as to which it desired the protection of 
the Agreement, should send the RFC a written notice, on a form sup- 
plied by the RFC, of the percentage of participation, not in excess of 









564 THE BANKING LAW JOURNAL 


757%, designated by the Bank, together with such other information re- 
specting the loan as might be requested by the RFC. The Agreement 
further provided that thereafter the Bank should pay the RFC a par- 
ticipation charge of three-fourths of one per cent per annum on all 
loans on which it had designated the participation of the RFC as in 
excess of 50% of the loan and furnish the RFC with monthly reports of 
payments of principal and interest on the loans. 


The Agreement did not require the RFC to indicate any acceptance 
of loans nor to sign any guaranties nor to advance any funds unless the 
Bank should call upon it to purchase a participation in one or more of 
the loans protected by the Agreement. The Agreement did however 
obligate the RFC to purchase for cash from the Bank the designated 
percentage of participation upon ten days’ written demand given at any 
time not later than 60 days after maturity of the loan, provided the 
loan was of the proper type and met the conditions listed in the Agree- 
ment. If the RFC purchased a participation, the RFC then became 
subject to a provision in the Agreement requiring it to share with the 
Bank any loss on the loan in the proportion of its participation. 

The language of the Agreement respecting the securing of loans by 
collateral appears in the following context: 


“8. ... RFC will ... purchase for cash from Bank . . . pro- 
vided: 

“(a) At the time of the first disbursement on account of such 
loan Bank received a statement of Borrower’s financial con- 
dition ... 

“(b) At the time of the first and each subsequent disburse- 
ment ... Bank received evidence . . . that there has been no ad- 
verse change . . . in Borrower’s financial condition, .. . 

“(c) No disbursement was made by Bank on account of such 
loan unless such loan was secured by validly pledged collateral 
having an appraised value (deemed reasonable by Bank) in excess 
of the unpaid balance of amounts previously disbursed on account 
of such loan and the amount then to be disbursed. 

“(d) RFC Agency Manager promptly received reports and 
notice ...as provided... ; 

“(e) No part of the proceeds of such loan was used directly 
or indirectly in payment of indebtedness of Borrower to Bank 
incurred prior to the making of such loan .. .” 


Operating under this Blanket Participation Agreement, the Bank made 
in all some $3,125,000 of loans on which it sought and obtained the 
protection of the RFC. We are here concerned with only one of those 
loans, that made by the Bank on June 27, 1946, to the Kungsholm Bak- 
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ing Company. The Bank promptly designated the loan to Kungsholm 
as one on which it desired the protection of the Agreement. It did so by 
sending to the RFC on June 28, 1946, on the usual form, notice that it 
had loaned the Kungsholm Baking Company the sum of $350,000 and 
that it desired the protection afforded by the Blanket Participation 
Agreement to the extent of 75% in connection with this loan. This 
notice further showed that the Bank had disbursed $275,000 to the Bor- 
rower on June 27, 1946, and that the balance of the loan would be dis- 
bursed from time to time upon the Borrower’s pledge of satisfactory 
collateral. In the blank space bearing the printed caption “Collateral: 
(Description and Valuation)” the Bank inserted “First mortgages on 
real estate valued at $492,000,” without further elaboration. 


The Bank regularly paid to the RFC quarterly participation fees 
covering this loan. 


One year later, on June 27, 1947, the Borrower defaulted on the pay- 
ment of principal and interest then due on the loan, the Borrower having 
been adjudicated a bankrupt on June 17, 1947. 


Thereafter, on July 1, 1947, the Bank for the first time served on the 
RFC under the Blanket Participation Agreement a demand that the 
RFC purchase for cash a 75% participation in this loan. The RFC 
immediately requested that the Bank establish that the loan complied 
with the conditions of the Agreement. Responding to the request of the 
RFC for the appraisals upon which the Bank based its valuation of 
$492,000 on the collateral pledged, the Bank wrote the RFC on July 8, 
1947, as follows: 


“We are unable to locate the appraisal of the Chicago prop- 
erty and believe it was destroyed in our recent fire. However, our 
work sheet which is still intact indicates that the Indianapolis 
property was listed at $369,000 and the Chicago property at $123,- 
000 which accounts for the reported total of $492,000. 


“This information was taken from a prospectus which the 
borrower had submitted to the SEC in connection with a pro- 
posed public stock issue.” 


On July 9, 1947, representatives of the RFC went to the Bank and 
there conferred with two vice-presidents of the Bank, Fred J. Greene- 
baum, who had personally negotiated the loan, and Mr. Dudley. Greene- 
baum died in September 1948, prior to the institution of the present law 
suit. The Bank ascribes to Greenebaum’s death its inability to furnish 
evidence showing full compliance with the conditions of the Agreement 
respecting collateral and appraisals. However, from the letter written 
by the RFC to the Bank on July 10, 1947, describing the results of the 
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conference with Greenebaum it appears that the Bank’s inability to 
offer satisfactory evidence respecting the collateral and the appraisals 
was not due to its inability to produce Greenebaum as a witness. Thus, 
in an effort to secure the missing information, the RFC wrote the Bank 
on July 10, 1947, with respect to the state of the Bank’s information and 


records concerning the collateral and its appraisal as follows: 
* . _ * * 


“2. The mortgage covering the Chicago property included 
among your collateral appears to have been executed and deliv- 
ered on July 18, 1946, which is the date of the acknowledgment. 

In such case your bank would appear not to have had a mort- 
gage on this real estate on the date of disbursement June 27, 1946. 


“3. The mortgage covering the Indiana real estate bears date 
of July 1, 1946 and was not recorded until August 5, 1946. It 
therefore appears that your bank did not have a mortgage on the 
Indiana property on the date of disbursement of the loan, June 
27, 1946. 

+ « + . @ 

“5. The RFC Form L-342 which you forwarded to us de- 
scribed the collateral in the space provided therefor as follows: 

“ ‘First mortgages on real estate valued at $492,000.00’ 

“As noted above, it would appear that you did not have the 
first mortgages above referred to on the date of disbursement, 
June 27, 1946. Messrs. Dudley and Greenebaum were unable to 
exhibit any appraisals substantiating the valuation of $492,000.00 
mentioned in your report. You will recall that your letter to this 
Corporation dated July 8, 1947 acknowledged that you are unable 
to locate an appraisal of the Chicago property. Furthermore, the 
work sheet referred to in that letter which was exhibited during 
our conference on July 9, 1947 was taken, according to Mr. Dud- 
ley, from the Kungsholm prospectus filed with the S.E.C. in June 
1946, and included a figure of some $69,000.00 for equipment in 
the Indianapolis plant. As you know, the collateral did not in- 
clude a chattel mortgage on that equipment. Neither Mr. Dud- 
ley nor Mr. Greenebaum was able to state during that conference 
whether the bank had in its possession on the date of disburse- 
ment, the photostatic copy of the letter of appraisal of Bruce 
Savage Company dated May 6, 1946 which Mr. Wilson trans- 
mitted in his letter of July 8, 1947. 


“6. With further reference to the disbursement of the loan 
by your bank on June 27th, Messrs. Dudley and Greenebaum 
advised us that the proceeds of the loan were disbursed by means 
of a cashier’s check issued to the Kungsholm Baking Company 
on June 27, 1946, and that the cashier’s check cleared on the 
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same day. Your bank’s liability ledger sheet of Kungsholm Bak- 
ing Company shows an entry on November 19, 1946 indicating 
that on that date your bank obtained a secured note of Kungs- 
holm Baking Company maturing on or before June 27, 1951 in the 
sum of $275,000.00. We are not informed what was done with 
the demand note of June 27, 1946 or the reason for the entry of 
November 19, 1946 on the liability ledger. 


“We would appreciate a letter from you commenting on the 
above numbered paragraphs in their order and giving us such ex- 
planations as you may desire to give in connection with this trans- 
action. This will be necessary in order that we may give consid- 
eration to the request made in your letter of July Ist.” 


The Bank’s reply to the above letter was dated August 15, 1947. 
In pertinent part, it reads: 


“The mortgages on the Chicago and Indianapolis properties 
were not physically in the bank’s possession on the date of dis- 
bursement. However, there was a definite agreement between 
the bank and Kungsholm at the time the loan was agreed upon 
and disbursed that such security would be furnished immedi- 
ately. As evidence of such an agreement, a trust receipt was 
drawn and signed by Kungsholm, reciting receipt of said two 
mortgages. The bank therefore had, at the time of disbursement, 
a valid and enforceable, equitable lien on the security which was 
subsequently pledged. .. . 

~ . - - 7 


“Strict compliance with sound banking practice was impos- 
sible in this instance because of the urgent situation which the 
loan was designed to meet. ... 

“The figure of $492,000.00 previously reported by us as the 
value of the real estate is an error arising out of the following cir- 
cumstances. At the time this loan was under consideration, there 
was before the loaning officer a preliminary draft of a registra- 
tion statement prepared for the S.E.C. This registration state- 
ment showed a property valuation in Indianapolis of $369,123.09; 
but it included the value of the equipment. The real estate alone 
was valued at $20,000 for the land and $280,000 for the building. 

“.. . The bank employee in making the report in question 
to you misread the registration statement and assumed that the 
figure of $369,123.09 referred only to the Indianapolis real 
estate. ... 

“We are unable at this time to throw any more light on wheth- 
er the bank had in its possession on the date of disbursement, a 
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copy of the appraisal of Bruce Savage Co. Mr. Robertson, the 
chief loaning officer who handled this item, is deceased. The bank 
files do not indicate one way or the other.” 


The RFC was not satisfied, from the above explanations, that the 
loan to Kungsholm complied with the conditions of the Blanket Partici- 
pation Agreement. Accordingly, the RFC refused to purchase a partici- 
pation therein and this law suit was instituted by the Bank. 

The loan to Kungsholm Baking Company was not secured by validly 
pledged collateral until the mortgages were recorded. The Illinois stat- 
utes provide, Smith-Hurd Illinois Annotated Statutes, Ch. 30, Sec. 29: 


“All... mortgages . . . shall take effect and be in force from 
and after the time of filing the same for record, and not before, as 
to all creditors and subsequent purchasers, without notice; and all 
such deeds and title papers shall be adjudged void as to all such 
creditors and subsequent purchasers, without notice, until the 
same shall be filed for record.” 
The Indiana statutes provide, Burns’ Indiana Statutes Annotated, Vol. 
11, Pt. 1, Sec. 56-119: 


“Every . . . mortgage of lands . . . shall be recorded in the 
recorder’s office of the county where such lands shall be situated; 
and every conveyance, mortgage or lease shall take priority ac- 
cording to the time of the filing thereof, and such conveyance, 
mortgage or lease shall be fraudulent and void as against any 
subsequent purchaser, lessee or mortgagee in good faith and for a 
valuable consideration, having his deed, mortgage or lease first 
recorded.” 


The mortgage on the Chicago property was recorded on July 24, 
1946, and the mortgage on the Indianapolis property was recorded on 
August 5, 1946. There is no claim that the Chicago property had an 
appraisal value in excess of $123,000. In these circumstances, it cannot 
be held that prior to August 5, 1946, the loan to Kungsholm was se- 
cured by validly pledged collateral having an appraised value in excess 
of the $275,000 disbursed on the loan on June 27, 1946. Until the mort- 
gages were recorded the security for the loan was in a conjectural and 
hazardous position. During this period the mortgages did not consti- 
tute validly pledged collateral within the meaning of the Blanket Par- 
ticipation Agreement. It is apparent from the Illinois and Indiana re- 
cording statutes, above quoted, that unrecorded mortgages must give 
way to rights of creditors, subsequent purchasers for value, subsequently 
recorded mortgages and a host of other contingencies. It cannot be 
seriously contended that an unrecorded mortgage afforded any real 
security. 
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The Bank does not contend that the security was perfected prior to 
its recordation. Rather the Bank argues that the date by which the 
perfection of the security must be completed was not the date of dis- 
bursement by the Bank but rather the date of the demand on the RFC 
for purchase. The language of the Agreement however requires that the 
security be in excess of the amounts “previously disbursed on account of 
such loan and the amount then to be disbursed.” This language could 
only be met by security furnished prior to disbursement by the Bank. 
Throughout the Agreement the term disbursement has reference solely 
to a payment by the Bank. It is not contemplated that any disburse- 
ment be made by the RFC. The role of the RFC is solely that of a 
guarantor or purchaser. None of the money paid by the RFC at the 
time of a purchase is disbursed to the Borrower. Rather it is only sub- 
sequent to disbursement by the Bank that the RFC may be called upon 
to purchase part of the loan from the Bank. The Bank keeps the money 
paid by the RFC, the Bank standing in the position of a seller of the 
note and the RFC in the position of a buyer. 


Nor would it be consistent with the purpose and plan of the Blanket 
Participation Agreement to construe the provision for validly pledged 
security as a requirement to be met only at the time a demand is made 
on the RFC to purchase and n ‘t at the time the Bank makes disburse- 
ments on the loan. The Bank’ argument assumes that the RFC does 
not become involved until a de .and is made upon it for a purchase. 
But the RFC is involved as a gua: ‘ntor from the time of the making of 
the loan and it is therefore reasonabie for it to insist on security from 
that time. The Blanket Participation Agreement expressly provides 
that “immediately” after authorizing a loan as to which the Bank 
desires the protection of the RFC, the Bank shall notify the RFC of 
the extent to which the RFC is to participate, the percentage being 
fixed in such amount as the Bank elects, not exceeding 75%. The par- 
ticipation charge paid by the Bank to the RFC begins to run at the 
date of the disbursement by the Bank and is figured on the amount of 
the disbursement. In the instant case the Bank paid the RFC a partici- 
pation charge at the rate of three-fourths of one per cent per annum on 
the $275,000 for the period from June 27, 1946 to July 1, 1947. 


The foregoing construction of the Agreement is the only one which 
would be consistent with the Bank’s obligations under the National Bank 
Act. In the instant case, the Bank would be acting illegally thereunder 
in making a loan of $275,000 unless the RFC was from the inception of 
the loan a guarantor to the extent of at least $165,000. The National 
Bank Act makes it illegal for the Bank to lend any one borrower in ex- 
cess of $110,000 without the guaranty of the RFC as to the excess over 
that amount. The National Bank Act provides, 12 U.S.C. § 84, 12 
US.C.A. § 84: 
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“The total obligations to any national banking association of 
any person, copartnership, association, or corporation shall at 
no time exceed 10 per centum of the amount of the capital stock 
of such association actually paid in and unimpaired and 10 per 
centum of its unimpaired surplus fund. . . . Such limitation of 10 
per centum shall be subject to the following exceptions: 

“(10) Obligation shall not be subject under this section to 
any limitation based upon such capital and surplus to the extent 
that such obligations are secured or covered by guaranties, or by 
commitments or agreements to take over or to purchase, made by 
any ... corporation wholly owned directly ... by the United 
States: Provided, that such guaranties, agreements, or commit- 
ments are unconditional and must be performed by payment of 
cash or its equivalent within sixty days after demand.” 


It was stipulated by the parties that the above-quoted statute, as 
applied to the plaintiff Bank, had the effect of limiting it to lending 
$110,000 to any one person. 

If the Blanket Participation Agreement were construed as not re- 
quiring the securing of the loan by validly pledged collateral until the 
time of the demand on the RFC to purchase, the promise of the RFC to 
purchase a participation in the loan would not be unconditional as re- 
quired by the above quoted statute. Certainly, a construction of the 
Agreement which contemplated the existence of an illegal loan should 
be avoided. 

Still another statute points to the construction here placed on the 
Agreement. Section 5d of the Reconstruction Finance Corporation Act, 
as amended, provided that the RFC could only purchase securities or 
make loans which in the opinion of the board of directors of the RFC 
were “of such sound value, or so secured, as reasonably to assure retire- 
ment or repayment”, Act of April 13, 1938, 52 Stat. 212. This statute is 
expressly applicable to arrangements such as the Blanket Participation 
Agreement. It provided:* 


“For the purpose of maintaining and promoting the economic 
stability of the country or encouraging the employment of labor 
the Corporation is authorized and empowered, under such terms, 
conditions, and restrictions as the Corporation may determine, 
to make loans to, or contracts with . .. The Corporation is fur- 
ther authorized and empowered to purchase the securities and 


TThe language quoted ‘is in the form in which the statute appeared in June 26, 1946. 
At that time it appeared in 15 U.S.C. § 606b, 15 U.S.C.A. § 606b. On June 30, 1947 the 
statute was amended but the language italicized was retained unchanged except for the 
omission of a comma after the words “of sound value” and the substitution for the 
semicolon after the word “repayment” of the words “and such loans”. See 15 U.S.C. § 604 
(b) (1), 15 US.C.A, § 604(b) (1). 
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obligations of, and to make loans to, any business enterprise when 
capital or credit, at prevailing rates for the character of loan ap- 
plied for, is not otherwise available: Provided, that all such pur- 
chases of securities and obligations and all such loans shall be, in 
the opinion of the board of directors, of such sound value, or so 
secured, as reasonably to assure retirement or repayment; may be 
made or affected either directly or in cooperation with banks or 
other lending institutions through agreements to participate or 
by the purchase of participations, or otherwise.” (Emphasis 
supplied) 


Since the Blanket Participation Agreement contemplated that pro- 
tection of the RFC be afforded loans without any prior examination into 
the loan by the RFC, the alternative which the statute permitted in 
lieu of adequate security for the loan, namely that “all such loans shall 
be in the opinion of the board of directors (of the RFC), of such sound 
value, . . . as reasonably to assure retirement or repayment,” was inap- 
plicable. Hence the provision in the Blanket Participation Agreement 
that the loan be secured by validly pledged collateral having an ap- 
praised value in excess of disbursements made and then to be made 
thereon by the Bank was required by the statute as a prerequisite to the 
protection by the RFC under the Agreement. The above-quoted por- 
tions of Section 5d of the Reconstruction Act, as amended, were set 
forth in Circular No. 25 of the RFC which the plaintiff Bank introduced 
in support of its construction. 

The failure to record the mortgages prior to the disbursement by the 
Bank of the $275,000 was not the only respect in which the loan lacked 
validly pledged security at the time of the disbursement. While this 
defect was in itself such a substantial one as to render the loan ineligible 
for protection and purchase by the RFC, the Bank has failed to adduce 
credible evidence that any security of any sort was pledged prior to the 
disbursement of the $275,000. No documentary proof was introduced 
to establish that any mortgages were executed prior to July 1946. The 
Kungsholm Baking Company did not even have title to the Indianapolis 
property on June 27, 1946. In fact, the loan was made to enable Kungs- 
holm to purchase the Indianapolis property. Sound business practice 
required that an escrow arrangement be used so that Kungsholm could 
take title, and execute and record the mortgage prior to the disburse- 
ment. Although the Bank offered oral testimony that mortgages on 
both the Chicago and the Indianapolis property were delivered to the 
Bank on June 27, 1946, there is no evidence as to who executed the mort- 
gage on the Indianapolis property. Certainly a mortgage executed solely 
by officers of Kungsholm would offer no security because Kungsholm 
did not have title to the property. 

The Bank was unable to produce either the mortgage on the Indian- 
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apolis property or the Chicago property which was allegedly delivered 
to the Bank on June 27, 1946. The Bank explains its inability on the 
ground that these mortgages recited that they were given to secure a 
loan of $350,000, the size of the original loan, but when later the Bank 
declined to disburse any funds in addition to the $275,000 disbursed on 
June 27, 1946, the original mortgages were destroyed and new mortgages 
limited to the securing of a loan in the sum of $275,000 were executed. 
Not only did the Bank fail to offer any documentary proof of such mort- 
gages but all the documentary proof negatives the existence of such 
mortgages. The letter of Bernard G. Sang, attorney for Kungsholm, 
dated July 15, 1946, which transmitted the two mortgages later recorded 
on July 16 and August 5, 1946, respectively, is so worded as to indicate 
that these are the original mortgages to secure the loan. The language 
of the letter contains no reference to either the trust receipt under which 
the original mortgages were allegedly withdrawn or to the substitution 
of the transmitted mortgages for any prior mortgages. 


If a mortgage on either or both the Chicago or the Indianapolis prop- 
erty were delivered to the Bank on June 27, 1946, it seems inconceivable 
that Fred J. Greenebaum, one of its officers, would not have so informed 
the RFC at the conference on July 9, 1947, or that the Bank would 
have written the RFC on August 15, 1947, that “the mortgages on the 
Chicago and Indianapolis properties were not physically in the bank’s 
possession on the date of the disbursement. However, there was a defi- 
nite agreement between the bank and Kungsholm at the time the loan 
was agreed upon and disbursed that such security would be furnished 
immediately.” 


But whether or not any mortgages were delivered on June 27, 1946, 
in no event could the loan have been validly secured on that date by 
collateral appraised in excess of the disbursement on that date. This is 
so because the Borrower did not have title to the Indianapolis property 
and the Chicago property had at most an appraised value of $123,000. 


> Not only did the Bank fail to establish that it had any validly pledged 
security prior to the disbursement but it also failed to establish that it 
ever reasonably believed the appraised value of the mortgages it re- 
ceived on the Chicago and Indianapolis properties exceeded $275,000. 
The figure of $492,000 as the appraised value of the property which the 
Bank reported to the RFC on June 28, 1946 was admittedly erroneous. 
As the Bank explained to the RFC in its letter of August 15, 1947, some 
bank employee misread a preliminary draft of a registration statement 
prepared by Kungsholm for the S.E.C. If the Bank had an appraisal 
prior to June 27, 1946, it is difficult to understand why the report to 
the RFC dated June 28, 1946 was not based on that appraisal rather 
than a preliminary draft of a prospectus. 
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The Chicago property was appraised at $123,000. But this appraisal 
did not reveal the value of the interest mortgaged, for the Bank did not 
secure an opinion on the title of the Chicago property until August 28, 
1946. This opinion showed that the Chicago property was already en- 
cumbered by a trust deed dated May 21, 1941 and recorded May 26, 
1941 to secure a note for $20,000. The opinion of title also disclosed the 
existence of litigation against Kungsholm which constituted a further 
encumbrance on the title. The dictates of ordinary business practices 
required that the Bank have title insurance or an opinion of a title com- 
pany before it could be said that it reasonably believed that the interest 
mortgaged actually had the value at which the full property was ap- 
praised. Without any title insurance or opinion on title the Bank could 
not reasonably have believed that the interest mortgaged had an ap- 
praised value of $123,000. 


The record does not reveal the amount of money which the Chicago 
Title and Trust Company required Kungsholm to deposit with it as pro- 
tection against claims on the outstanding trust deed. However, it was 
stipulated that the Trust Company required a $10,000 deposit as pro- 
tection against liens arising from pending litigation before it would waive 
that defect in title. Although the deposit resulted in the issuance of 
title insurance thereby placing the full Chicago property behind the 
mortgage, nevertheless in that process Kungsholm’s total funds were 
diminished. The Borrower therefore did not have available for the 
intended business use the amounts which it and the Bank contemplated. 
The unforeseen requirement that either part of the proceeds of the loan 
or other funds be used to clear title to the collateral necessarily reduced 
the ability of the Borrower to repay the loan. 


Normally it can be inferred that a bank which disburses funds on the 
basis of an appraisal of the collateral pledged has a reasonable belief 
that its value exceeds the disbursement. In the instant case where the 
Bank disbursed funds first and only thereafter obtained security, no such 
inference can be drawn. The record contains no evidence to support any 
finding that the Bank ever had any reasonable belief that the mortgages 
it ultimately received on the Chicago and the Indianapolis property had 
an appraised value in excess of $275,000. 


The provision of the Blanket Participation Agreement that the loan 
should be secured by validly pledged collateral having an appraised value 
which the Bank reasonably believed to be in excess of the disbursement 
then to be made is a condition precedent to any obligation upon the part 
of the RFC to purchase a participation in such loan. This form of 
Blanket Participation Agreement has been before two other United 
States District Courts. In each instance it was held that the provisions 
defining the type of loans eligible for protection and fixing the conditions 
for purchase were conditions precedent to any obligation by the RFC 
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to purchase a participation. In so holding the court in First Nat. Bank 
of San Mateo County v. R. F. C., D.C.N.D.Cal.S.D.1953, 123 F.Supp. 
620, 622, said: 


“A bank who brings an action against the Reconstruction Fi- 
nance Corporation for breach of a ‘Blanket Participation Agree- 
ment’ has the burden of proving that it has performed all condi- 
tions precedent to the liability of Reconstruction Finance Corpo- 
ration. Oklahoma National Bank v. R. F. C., D.C.W.D. Okl., 127 
F.Supp. 156, No. 4717, Sept. 30, 1950. Plaintiff has here failed to 
sustain such burden of proof. It is a condition precedent to the 
liability of defendant to purchase participation in a loan that such 
loan comply with the requirements set out in Paragraph 2 of the 
‘Blanket Participation Agreement.’ The Britschgi loan does not 
comply with such requirements because: (1) it does not mature 
within ten years from the date of the first disbursement made un- 
der the loan; and (2) one of the instruments of indebtedness evi- 
dencing the loan bore interest at a rate in excess of four percent 
per annum.” 


In that case it further appears from the unreported findings of fact 
and conclusions of law that the court held that a failure to record a 
chattel mortgage in the proper county prevented the mortgage from con- 
stituting “validly pledged collateral” within the meaning of Paragraph 
8(c) of the Blanket Participation Agreement. In this respect the court 
found: 


“On April 30, 1946, plaintiff disbursed $17,280.00 on the loan 
and took as collateral securing such indebtedness a chattel mort- 
gage executed by Britschgi on certain cattle and milking equip- 
ment located in Santa Clara County, California, and appraised by 
plaintiff at $18,000.00; on May 14, 1946, when the unpaid balance 
of the loan was $17,280.00, plaintiff disbursed an additional $109,- 
717.20 and took as collateral securing $57,999.60 thereof, a chattel 
mortgage executed by Britschgi on certain dairy, fountain and 
garage equipment located in said Santa Clara County, and ap- 
praised by plaintiff at $61,304.00; other collateral taken at the 
time of the second disbursement on the loan, as aforesaid, was 
not appraised by plaintiff at a value in excess of the then unpaid 
balance of the loan and the amount then to be disbursed; on the 
said dates, Britschgi resided, and still resides in San Mateo 
County, California, which fact was then known to plaintiff; each 
of the said chattel mortgages was recorded in the official records 
of the said Santa Clara County, on the dates of April 30 and May 
14, 1946, respectively; neither of said chattel mortgages was ever 
recorded in the said San Mateo County; neither of said Chattel 
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mortgages was recorded in the manner specified in Section 2957 of 
the California Civil Code, and therefore such collateral did not at 
any time constitute ‘validly pledged collateral’ within the mean- 
ing of subdivision (c) of paragraph 3 of the BPA, hereinabove 
set forth in Finding VIII; in acting as described in this Finding, 
plaintiff failed to comply with said subdivision.” 


And as its conclusions of law the court stated: 


“The provisions of paragraphs 2 and 3 of the BPA, described 
and set forth in Finding VIII above, were conditions precedent, 
all of which plaintiff was required by the BPA to perform and 
comply with before defendant had any duty to purchase partici- 
pation in the loan, or became liable in any way for failure to pur- 
chase such participation upon request or plaintiff. 

“The burden of proving performance of and compliance with 
the said conditions precedent of the BPA rested on plaintiff, and 
plaintiff failed to sustain such burden of proof.” 


In the case of Oklahoma Nat. Bank v. RFC, No. 4717, D.C.W.D.OkI. 
1950, 127 F.Supp. 156, the court held that the RFC had not breached 
the Blanket Participation Agreement by refusing to purchase a partici- 
pation where the loan did not meet the conditions of Paragraph 3(e) of 
the Agreement heretofore quoted in that proceeds of the loan had been 
used to discharge a prior indebtedness to the Bank. The court held 
that the conditions set forth in Paragraph 3 were conditions precedent 
and that the Bank had the burden of proving full compliance with these 
conditions. 

If, however, the plaintiff Bank were correct in its argument that the 
provisions of Paragraph 3(c) of the Blanket Participation Agreement 
are not conditions precedent but rather constitute promises by the Bank, 
the RFC is still excused from purchasing. For the promise by the Bank 
to take validly pledged security of requisite value prior to making the 
disbursement, was breached by it. The breach was a substantial one and 
contributed to the loss which the Bank now asks the RFC to assume to 
the extent of 75%. If the Bank had obtained opinions of title, appraisals 
and valid mortgages prior to making any disbursement, it seems most 
unlikely that it would have disbursed $275,000 to the Kungsholm Baking 
Company without additional security. The absence of these precau- 
tions, dictated both by sound business practice and Paragraph 3(c) of 
the Participation Agreement was a substantial factor in the loss it suf- 
fered. The RFC did not contract to share in any loss so caused. 

The Plaintiff Bank has argued at length that the whole purpose of 
the Blanket Participation Agreement was to avoid the usual red tape 
and technicalities which the RFC now insists should have here been 
followed. The terms of the Agreement however clearly require apprais- 
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als and valid pledging of collateral prior to disbursements. Such a re- 
quirement is not a mere technicality. If the security follows the dis- 
bursement the lender may be unable to secure as much security as it 
could have secured prior to the disbursement. A borrower who already 
has the funds in hand is much less willing to provide security than the 
prospective borrower. Likewise the size of a loan or disbursement is 
often smaller when the lender realizes, by already having in hand the 
security, that its worth is less than the prospective borrower represented. 
If the money is advanced first and security taken later the lender is 
not in a position to drive as good a bargain for adequate security. 

Moreover, in the instant case the unusually large size of the loan 
should have caused the Bank to exercise a high degree of care in secur- 
ing it with valid collateral well in excess of the loan. Not only was the 
loan to Kungsholm more than twice as large as the legal limits on the 
Bank’s lending power, but even by RFC precedents it was an excep- 
tionally large loan. Of the $3,000,000,000 which the RFC had loaned to 
business enterprises prior to June, 1946, “about one third of the 
24,000 business loans authorized were made to the businessman who 
needed $5,000 or less. Another sixth of the total went to small business- 
men needing $5,000 to $10,000. Loans of $25,000 or less made up about 
two-thirds of the total. Ninety per cent of all business loans authorized 
were under $100,000.” In March, 1945, when the Blanket Participation 
Agreement was first announced the maximum loan eligible for protection 
thereunder was $250,000. All the copies of the standard form Blanket 
Participation Agreement which appear in the record here, as well as the 
RFC Circular No. 25, above mentioned, have printed in the figure of 
$250,000 as the maximum loan, with the figure $350,000 stamped over the 
printed figure. Subsequent to March 1945 and prior to June 1946 the 
limit was enlarged from $250,000 to $350,000, not because such sizable 
loans were usual, but because the RFC wanted to avoid having to make 
exceptions. The negligent manner in which the Bank here handled the 
securing of such a sizable loan as $275,000 deprives it of any basis, wheth- 
er judged by legai standards or by sound business practice, for shifting 
757% of the loss to the RFC. 

There will be a finding of the issues in favor of the defendant and 
against the plaintiff. The findings of fact and conclusions of law here- 
inabove set forth will be considered the findings of fact and conclusions 
of law required under Rule 52(a) of the Federal Rules of Civil Proced- 
ure, 28 U.S.C. 

Judgment will be entered for the defendant with costs against the 
plaintiff. 
2Statement of Charles B. Henderson, then Chairman of the Reconstruction Finance Cor- 
poration, June 23, 1946, Hearings before the Select Committee to Conduct a Study 


and Investigation of the National Defense Program in its Relation to Small Business in 
the United States, House of Representatives, 79th Cong., 2d Sess., on H.Res. 64, Pt. 6, 


p. 1688 
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Drawer Held Liable on Check to Principal 
Where Agent Indorsed Without Authority 


An unusual principal and agent case has been decided 
recently in California, unusual because the payee of a check 
proceeded against the drawer rather than the indorsers or the 
drawee. The principal arranged to loan money under a deed 
of trust covering real property to a third party through an 
agent who was made trustee to collect the loan payments and 
transmit them to the principal. This arrangement was carried 
out for several years. Shortly after the principal went abroad, 
however, the agent refinanced the loan without the principal’s 
knowledge. As a result of this transaction the drawer, a title 
company, sent a check to the agent drawn to the order of the 
principal. The agent indorsed the check as trustee, misused part 
of the funds and later became bankrupt. The drawee bank 
which paid the check and an indorsing bank together with the 
drawer were sued by the principal but the drawee and the 
indorsing bank were protected from liability by the statute of 
limitations so the principal could proceed only against the 
drawer. 

The lower court ruled in favor of the drawer on the ground 
that the agent’s general authority and her authority to collect 
payments constituted sufficient authority for her to indorse 
her principal’s check. The appellate court reversed this ruling, 
however, since an agent’s authority to indorse a check must 
be specifically conferred and is not the sort of authority that 
can be inferred from the general authority of an agent to 
collect a debt. Cignetti v. American Trust Company, District 
Court of Appeal, California, 294 P.2d 490. The opinion of 
the court is as follows: 


DEVINE, J. pro tem.—We are faced with the necessity again of de- 
ciding which of two innocent parties must bear the loss caused by the 
perfidy of Gladys McCormick, as we had to do in the case of Haven v. 
Silva, 189 Cal.App.2d —, 293 P.2d 143. In that case, we were engaged 
with the subject of authority to collect principal as related to admitted 
authority to collect interest. In this case, authority of the agent to collect 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 57. 
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both principal and interest is not in dispute, but the question is whether 
or not the agent had authority to endorse commercial paper made pay- 
able to the principal. 

Plaintiff, a man of little education, having nevertheless accumulated 
the sum of $8,500, arranged with Gladys McCormick, a real estate and 
loan broker who did business in San Jose as Wesley L. Pieper Co., to 
lend this sum to parties named Dalke. A note payable at the rate of 
$85 or more a month and a deed of trust with McCormick as trustee 
were executed by the Dalkes. Payments were made regularly by the 
Dalkes at the McCormick office, as the note provided they should be, 
but in what form the payments were made does not appear. Cignetti 
collected at that office over a period of about four years, in the form of 
checks drawn by McCormick. 

In 1950, Cignetti was about to visit Italy, and he instructed McCor- 
mick to send his monthly checks to his cousin until he should return. 
Within a month of Cignetti’s departure, McCormick arranged refinanc- 
ing of the Dalke loan, the Bank of America taking over the loan and 
sending the funds to cover, to defendant San Jose Abstract and Title 
Insurance Company. McCormick sent a reconveyance of the Cignetti 
deed of trust, executed by her as trustee, to the title company, and made 
demand for collection of $7,759.49 for Cignetti. The title company sent 
a check for that amount, drawn on American Trust Company and pay- 
able to Domenico Cignetti, to McCormick. McCormick endorsed the 
check, first, by writing “Domenico Cignetti”, and, below that stamping, 
“Pay to the order of Bank of America of California Gladys E. McCor- 
mick Trustee.” 

She continued to remit monthly “payments” to Cignetti for about 
two years after the reconveyance. When Cignetti learned of the trans- 
action, McCormick had become bankrupt. 

This is an action on the check against the title company, the drawer. 
The American Trust Company, which was the drawee, and the Bank of 
America, an endorser, had been made defendants, but they demurred 
successfully on the statute of limitations, and the action proceeded 
against the drawer only. 

The drawer of a check is liable to the holder if the drawee refused to 
pay, and the holder may sue on the check itself or on the original con- 
sideration. Roff c. Crenshaw, 69 Cal.App.2d 536, 159 P.2d 661; Gam- 
bord Meat Co. v. Corbari, 109 Cal.App.2d 161, 240 P.2d 342. In this 
case, the drawee bank having refused to pay him. 

It is the contention of defendants that plaintiff has received pay- 
ment in that McCormick was his agent to collect and to endorse the 
check. If the endorsement be forged or made without authority, and if 
there be no estoppel, it is wholly inoperative. § 3104, Civ. Code. The 
trial court found that McCormick was the agent of plaintiff not only 
for the purpose of effecting collection of the note, but also, a check pay- 
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able to plaintiff having been transmitted to the agent, for the purpose 
of endorsing the check. This finding is attacked by plaintiff as unsup- 
ported by the evidence. 

The authority of an agent to sign a negotiable instrument may be 
established as in other cases of agency, and no particular form of ap- 
pointment is necessary. § 3100, Civ-Code. The burden of proving the 
agent’s authority to endorse is on the defendant herein. Walsh v. 
American Trust Co., 7 Cal.App.2d 654, 47 P.2d 323. 

The trial court found to be true all the allegations of one paragraph 
of the answer which contained averments of agency in a general way, 
and also of estoppel, so that, in order to determine whether or not there 
is substantial evidence, including all legitimate inferences which might 
be drawn by the trial court, to support the finding, we shall consider 
the possible kinds of authority of agents, and the subject of estoppel. 

Actual authority is such as the principal intentionally confers on the 
agent or intentionally, or by want of ordinary care, allows the agent to 
believe himself to possess. § 2316, Civ.Code. The testimony of plaintiff 
that he did not tell the agent that she had power to endorse is uncontra- 
dicted. There is no showing of lack of ordinary care such as would lead 
the agent to believe she might endorse the check, nor any showing that 
actually she did believe she had such authority, which would be neces- 
sary to establish actual but implied authority. Columbia Outfitting Co. 
v. Freeman, 36 Cal.2d 216, 223 P.2d 21. 

Section 2319 of the Civil Code, provides “An agent has authority: 

“1. To do everything necessary or proper and usual, in the ordi- 
nary course of business, for effecting the purpose of his agency; ...” 

The act of refinancing without consulting the principal was, in itself, 
an officious one; but, assuming it to have come within the agent’s power, 
there was no showing of necessity of endorsing the check in order to 
effect the purposes of the agency. The agent could have held the check 
for endorsement by the principal. 

We turn to the question whether or not endorsement was “proper and 
uusal, in the ordinary course of business” for the purposes of the agency, 
and at this point, the nature of authority of an agent to endorse a nego- 
tiable instrument is to be considered. 

The authorities are in accord that the power to endorse commercial 
paper is not one lightly to be inferred. 2 C.J.S., Agency, § 112; 2 Am. 
Jur. 141; I Mechem on Agency, 2d Ed., § 969; Cases collected in 37 
A.L.R.2d 456 et seq.; Restatement of the Law of Agency, § 72d. It does 
not follow merely from authority to collect a debt. Vol. 1, Daniels on 
Negotiable Instruments, 7th ed. § 324. The Supreme Court of this State 
has recognized the rule in Arcade Realty Co. v. Bank of Commerce, 180 
Cal. 318, 181 P. 66, 12 A.L.R. 102, although, as appears below, the court 
held that under the circumstances of that case, the agent did have 
authority to endorse. 
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In Helgeson v. Farmers Insurance Exchange, 116 Cal.App.2d Supp. 
925, 255 P.2d 484, it was held that where an attorney endorsed his client’s 
name on a draft given in settlement of a personal injury case, and ab- 
sconded with the proceeds, the drawer who had paid the forged draft must 
pay again to the rightful holder. The test was whether or not the agent 
needed the power of endorsing in order to fulfill the purposes of the 
agency. 

There has been no showing in the present case that, in the light of 
the authorities cited, the power to endorse was proper and usual in the 
ordinary course of business, but to the contrary, it appears that an ex- 
traordinary power was assumed by the agent. 

Absent also is proof of ostensible authority, which may be consid- 
ered together with the subject of estoppel. One who seeks to charge a 
principal upon a charge of ostensible authority must himself believe that 
the agent had authority to do the act in question. Harris v. San Diego 
Flume Co., 87 Cal. 526, 25 P. 758; Walsh v. American Trust Co., supra. 
There is no testimony in the record that anyone in the title company 
believed McCormick had any right to endorse the check. In fact when 
it was returned to the drawer it had already been honored by the 
drawee, and, no doubt, the drawer relied on the drawee’s action, and the 
drawee, in turn, on the prior endorsement by the Bank of America. A 
second necessary element of ostensible authority is that an act or neg- 
ligent omission of the principal must have led the third party to a mis- 
taken belief. County, etc., Bank of Santa Cruz v. Coast Dairies & 
Land Co., 46 Cal.App.2d 355, 366, 115 P.2d 988. This, too, is missing. 
There is not a single prior act of the principal in permitting an endorse- 
ment which might give color to authority when known to the third 
party, or which would estop him from denying that the agent actually 
possessed the high power of endorsing. The fact that McCormick was 
an agent and was entrusted to do a specific thing did not constitute 
want of ordinary care on the part of the principal in not anticipating 
her doing other acts far beyond the scope of the granted power. On 
the other hand, one dealing with an agent must inquire as to the ex- 
tent of his authority. Ernst v. Searle, 218 Cal. 233, 240, 22 P.2d 715. 

The cases cited by respondent are quite distinguishable from the one 
at hand. In the Arcade case, supra [180 Cal. 318, 181 P. 67], the court 
sustained the finding and conclusion of the trial court that the agent was 
empowered to endorse, this authority resulting from the facts, 1. that the 
agent was a general agent for the leasing, care and repair of the building 
and possessing, as the court said, “far more power than a mere collector” 
and, 2. that the principal must have been aware that when the agent 
remitted his own personal check every month, he, the agent, was de- 
positing rents as they came in, in his personal account. 

The case of Safeway Stores v. King Lumber Co., 45 Cal.App.2d 17, 
113 P.2d 483, has to do with the authority of the manager of a lumber 
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yard in a town which had no bank, to cash checks made payable to the 
company. The manager had authority to collect, to sell, to pay wages 
and generally to carry on the business; the practice of cashing the checks 
had gone on for many months. The company’s bookkeeping did not 
require the manager to differentiate between cash receipts and check 
receipts. The court, affirming the trial court, held that there was abund- 
ant proof of want of ordinary care on the part of the company which 
had misled those extending the favor of cashing the checks. The au- 
thority of the manager of a continuing business enterprise is to be dis- 
tinguished from that of an agent whose authority is to make collection 
of a single loan, and who is therefore a special agent. Civ.Code, § 2297. 

The case of Gaine v. Austin, 58 Cal.App.2d 250, 136 P.2d 584, has 
nothing to do with authority of an agent to endorse paper made pay- 
able to his principal. The checks in that case were payable to the 
agent who, it was held, had authority to collect, where the principal, 
the mortgagee, had suggested that the mortgagor should sell the property, 
and had given the agent an executed satisfaction of mortgage. 

As was pointed out in a comment on the Helgeson case, supra, in 
27 So.Cal. Law Review 463, the rule which forces a second payment by 
a drawer may seem harsh at first sight, but usually the drawer can re- 
coup from intermediate parties between the holder and himself who have 
guranteed payment. In this case, it is entirely possible that recoupment 
will be had from the drawee and by the drawee from the endorser it relied 
upon. This is said, not by way of basing the decision on such possibili- 
ties, but because it is deemed not inappropriate in view of respondent’s 
claim, asserted in the answer, that the equities lie with respondent. The 
negligence which, added to the nefarious conduct of McCormick, brought 
about the loss, is of those who chose to rely on her warranty, by en- 
dorsement, that she had good title to the check. Civ.Code, § 3146. The 
drawer’s liability, in turn, follows from the general rule of drawer’s 
responsibility, as given above. It was the drawer’s choice to select a 
drawee bank and to place confidence in that drawee’s decision to make 
payment to the proper holder. 

The judgment is reversed. 

DOOLING, Acting P. J., and KAUFMAN, J., concur. 


New York Court of Appeals Rules Notes Discounted by 
Non-Banking Company are Void 

The highest court of New York, the Court of Appeals, has 
ruled that five notes of an individual became void when dis- 
counted by a non-banking corporation since the discounting was 
done in contravention of New York Banking Law, Section 131 
which reserves the right to discount negotiable papers to banking 
institutions. The full case will appear in a following issue of the 
Banking Law Journal. 
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Court of Appeals Upholds Bank in 


Refusing to Surrender Co-ownership 
Bonds to Tax Collector 


The United States Court of Appeals in the Sixth Circuit 
has upheld a district court which refused relief to the Federal 
government against a bank. An allegedly delinquent taxpayer 
some years before this proceeding began had pledged Series 
E Savings Bonds to his bank on a loan. After determining 
that the taxpayer owed some $130,000 in taxes, the Commis- 
sioner of Internal Revenue served a warrant of distraint and 
notice of levy on the bank which thereupon refused to sur- 
render the bonds. The government brought suit under Sec- 
tion 3710 Internal Revenue Code against the bank for the 
value of the bonds. 

The district court ruled against the government on the 
ground that the bonds were owned jointly by the taxpayer 
and his wife (who was not a delinquent taxpayer) and that 
her right to them could not be taken away by a levy based 
on an assessment against her husband. 

The Court of Appeals upheld the decision of the lower court 
even though it emphatically disagreed with the reasoning. It 
pointed out that under the applicable regulation, 31 Code 
Federal Regulations § 315.4, Series E Bonds may be regis- 
tered only in one of three ways, in the name of one person or 
in the names of two persons in co-ownership form or in bene- 
ficiary form. The bonds in this case were in co-ownership 
rather than joint ownership form as the lower court had ruled. 
This constitutes a significant difference because when bonds 
are in co-ownership form the extent of the ownership of each 
owner is not a matter of law but a matter of fact. This means 
that their interests are not automatically determined by the 
form in which the bonds are registered but rather that the 
interest of each owner must be determined by valid judicial 
proceedings. 

Since the government had not established the extent of the 
taxpayer’s interest in the bonds, it could not prevail over the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 214.1. 


Aa ait «Whe mae Sn OY i eat Rane A NMC) els Rl 6 A aN Se NR La a her aS Ne NI A 


ee rarer 





LAA Aas ita kn ht aN a ta IR tC il ANN I 5 Clk OR tao a adh is ch naemaictly 








THE BANKING LAW JOURNAL 583 


bank. United States of America v. Stock Yards Bank of 
Louisville, United States Court of Appeals, Sixth Circuit, 
April 2, 1956. The opinion of the court is as follows: 


STEWART, C.J.—On August 10, 1950, the Commissioner of Inter- 
nal Revenue assessed income taxes, penalties, and interest against Clar- 
ence J. Theobald in the total amount of $129,960.67 for the year 1943 
through 1946. Theobald was a resident of Jefferson County, Kentucky. 
Notice of the resulting tax lien was filed with the County Clerk of Jeffer- 
son County on October 5, 1950. On October 23, 1950, warrants of dis- 
traint and a notice of levy were served upon the appellee bank, advising 
the bank that all property then in its possession belonging to or payable 
to Clarence J. Theobald was being thereby seized and levied upon for 
the payment of Theobald’s tax liability. 

At that time the bank had in its possession one hundred and fifty 
Series E United States Savings Bonds of a maturity value of $25.00 
each, and each registered in the names of “Clarence J. Theobald or Mrs. 
Theas Theobald.” Theas Theobald was Clarence J. Theobald’s wife. She 
was not a delinquent taxpayer. The bonds had been left by Clarence 
J. Theobald with the president of the bank more than two years earlier, 
when Theobald received a $2,500 loan from the bank and executed a 
promissory note for that amount.! 

The bank advised the Collector of its refusal to surrender these bonds 
to him in response to his demand. This action was then brought by the 
United States against the bank under Section 3710 of the Internal Rev- 
enue Code of 1939 for the value of the bonds, plus interest from the 
date of the levy. 


The district court concluded as a matter of law the bonds were owned 
by Clarence J. Theobald and his wife as joint tenants, that Mrs. Theo- 
bald had the right at any time to demand delivery of the bonds from 
the bank and collect what was due on them by simply endorsing them, 
and that this right could not be taken from her by a levy or distraint 
based upon an assessment against her husband. Accordingly, the court 
entered judgment dismissing the complaint and from that judgment the 
government has appealed. 


The relevant provisions of Section 3710 of the Internal Revenue Code 
of 1939 are as follows: 


“SEC. 3710. SURRENDER OF PROPERTY SUBJECT TO 
DISTRAINT. (a) Requirement.—Any person in possession of 
property, or rights to property, subject to distfaint, upon which 
a levy has been made, shall, upon demand by the collector making 


1The bonds could not be hypothecated. $1 Code Fed. Reg., § $15.11. The bank there- 
fore was a bailee not a pledgee of the bonds. See 26 U.S.C. (1952 Ed.) Section $672. 
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such levy, surrender such property or rights to such collector or 
deputy, unless such property or right is, at the time of such de- 
mand, subject to an attachment or execution under any judicial 
process. 

“(b) Penalty for Violation—Any person who fails or refuses 
to so surrender any of such property or rights shall be liable in his 
own person and estate to the United States in a sum equal to the 
value of the property or rights not so surrendered, but not exceed- 
ing the amount of the taxes (including penalties and interest) for 
the collection of which such levy has been made, together with 
costs and interest from the date of such levy... . (26 U.S. C. 
1952 ed., Sec. $3710) .” 


As this court has said, “the proceeding authorized is not an action 
in rem nor is it a suit for the collection of a tax. It is a suit to enforce 
personal liability for failure to surrender property belonging to a delin- 
quent taxpayer.” Commonwealth Bank v. United States, 115 Fed. (2d) 
327, 380 (6 Cir., 1940). 

That the bank was in possession of the bonds, and that it refused to 
surrender them upon demand, it conceded in its answer. The bank 
made no claim that the bonds were subject to an attachment or exe- 
cution under any judicial process at the time demand was made for 
their surrender. In order to prevail, therefore, the government con- 
tends that it was incumbent upon it to establish only (1) that the bonds 
were subject to distraint, (2) that a levy had been made upon them, and 
(3) that they were “property, or rights to property” of Clarence J. Theo- 
bald, the delinquent taxpayer. In asking us to reverse the district court’s 
dismissal of the complaint, the government argues that upon the facts 
above set forth these three elements were all established. 

The appellee bank, on the other hand, takes the position that the 
bonds were not property subject to distraint, and that in any event no 
levy was made upon them. The bank insists further that the United 
States had the additional burden of establishing the value of the delin- 
quent taxpayer’s “property or rights to property” which the bonds rep- 
resented, and that it failed to do so. 

Whether the bonds were “property subject to distraint” depends 
upon whether the United States was a judgment creditor within the 
meaning of the Treasury Regulations under which the bonds were issued. 
$1 Code Fed. Reg. § 315.18. Whether a levy was made upon the bonds 
depends upon what technical requirements are necessary to constitute a 
levy. Section 3692 of the Internal Revenue Code of 1939 does not set 
out any method for accomplishing a levy upon property. The bank 
argues that in addition to issuing warrants of distraint and serving 
notice of levy, it was incumbent upon the government to serve a notice 
of lien. Cf. United States v. O'Dell, 160 Fed. (2d) 304, 307 (6 Cir. 
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1947); Commonwealth Bank v. United States, 115 Fed. (2d) 327, 328 
(6 Cir., 1940). These questions are not reached, however, in the view 
we take of this case. 

We cannot agree with the district court that Clarence J. Theobald 
and his wife held the bonds in joint tenancy. Under the applicable 
Treasury Regulations there are only three forms under which Series E 
Bonds may be registered: in the name of one person, in the names of 
two persons in “co-ownership form,” or in the names of two persons in 
“beneficiary form.” 31 Code Fed. Reg. § 315.4. The bonds in the present 
case were issued in co-ownership form. 

This court has held that co-ownership by husband and wife of Series 
E Bonds is not the equivalent of tenancy by the entirety under state 
law, but rather is an estate the limitations and conditions of which are 
delineated by the terms of the contract and by federal law. Guuldager 
v. United States, 204 Fed. (2d) 487 (6 Cir., 1958). See Clearfield Trust 
Co. v. United States, 318 U. S. 363 (19438); Bank of America National 
Trust & Sav. Assn. v. Rocco, 226 Fed. (2d) 297, 299 (3 Cir., 1955). The 
incidents of the estate of co-ownership are spelled out in some detail in 
this court’s opinion in the Guldager case. 

For the same reasons that co-ownership cannot be equated to ten- 
ancy by the entirety, it cannot be equated to joint ownership. While co- 
ownership and joint ownership possess many of the same incidents, no- 
tably the right of survivorship, they are not the same. One of the im- 
portant differences is that a co-owner may alone present the bond for 
redemption, receive payment in full, and thereby eliminate the other 
co-owner’s interest in the bond, so far at least as the issuer is concerned. 
31 Code Fed. Reg., § 315.45. 

As between two co-owners, however, the regulations as well as judi- 
cial decisions have recognized that the extent of the property interest 
of each is a question of fact, not of law. One co-owner may as a matter 
of fact be the sole owner of the bond; he may be a half owner; he may 
have some other fractional ownership. Thus, the regulations provide 
that “a claim against an owner or co-owner of a savings bond and 
conflicting claims as to ownership of or interest in such bond as between 
co-owners . . . will be recognized when established by valid judicial pro- 
ceedings. .. .” They further provide that “if a debtor, or bankrupt, or in- 
solvent is not the sole owner of the bond, payment will be made only 
to the extent of his interest therein, which must be determined by the 
court or otherwise validly established.” $1 Code Fed. Reg., §315.13. See 
Barrett v. Barrett, 91 Fed. Supp. 680, 684 (N. D. Ohio, 1950); United 
States v. Ridley, 120 Fed Supp. 530, 587 (N. D. Ga., 1954) Guldager v. 
United States, 204 Fed. (2d) 487, 488, 6 Cir., 1953). 

Beyond showing that it was the delinquent taxpayer who had left 
the bonds with the president of the appellee bank, the government ad- 
duced no evidence to establish the extent, if any, of his property interest 
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in them. Proof of the actual value of the taxpayer’s interest was an 
essential element of the government’s case under the statute, and for 
lack of such proof the case falls. United States v. Aetna Life Ins. Co. 
of Hartford, Conn., 46 Fed. Supp. 30 (D. Conn., 1942). 

Although the precise question here in issue has not apparently pre- 
viously been decided, the decisions relating to joint bank accounts and 
insurance policies are closely analogous. Almost uniformly, those deci- 
sions support the conclusion we have here reached. Raffale v. Granger, 
196 Fed. (@d) 620 623 (3 Cir., 1953) ; United States v. Emigrant Indus- 
trial Savs. Bank, 122 Fed. Supp. 547 (S. D. N. Y. 1954); United States 
v. Massachusetts Mut. Life Ins. Co., 127 Fed. (2d) 880 (1 Cir., 1942); 
United States v. Aetna Life Ins. Co. of Hartford, Conn., 46 Fed. Supp. 
30 (D. Conn., 1942); Cannon v. Nicholas, 80 Fed. (2d) 934 (10 Cir., 
1985) ; United States v. Penn Mut. Life Ins. Co., 180 Fed. (2d) 495 (3 
Cir., 1942); United States v. Metropolitan Life Ins. Co., 180 Fed. (2d) 
149 (2 Cir., 1949). But see United States v. Third Nat. Bank & Trust 
Co., 111 Fed. Supp. 152 (M. D. Pa., 1953). 

Whether and how it would have been possible to establish the value 
of one co-owner’s property in an action in which neither of the co-own- 
ers was a party, we need not now decide. Nor do we here determine 
whether the delinquent taxpayer and his wife could properly have been 
made parties to this proceeding. See Sule 19, Federal Rules of Civil 
Procedure. United States v. Aetna Life Ins. Co. of Hartford, Conn., 46 
Fed. Supp. 30 (D. Conn., 1942). 

It should be pointed out, however, that distraint is a rough and 
ready remedy. This short cut form of self-help developed by the com- 
mon law has been available to the government in pursuit of delinquent 
taxpayers since the eighteenth century. See United States v. Metropoli- 
tan Life Ins. Co., 130 Fed. (2d) 149 (2 Cir., 1942). Where the value 
and nature of the taxpayer’s property rights are not in question, distraint 
is no doubt a useful tool in the effective enforcement of the Internal Rev- 
enue laws. But it is a blunt instrument, ill-adapted to carve out prop- 
erty interests where their nature and extent are unclear. 

There is available to the government an alternative remedy well- 
designed to resolve the issues in the present case. Under Section 3678 
of the Internal Revenue Code of 1939, the United States can bring suit 
against the bank to enforce a lien on the bonds and name both the tax- 
payer and his wife co-defendants.” In such a proceeding the extent of 
the taxpayer’s interest in the bonds can be finally adjudicated, and the 
rights of all parties fully protected. 26 U.S. C., § 3678 (1952 Ed). 
The judgment of the district court is affirmed. 


2Compare § 7408 of the ee Revenue Code of 1954. 26 U.S.C.A., § 7408. We are ad- 
vised that after the dismissal of the present action the government filed suit under 
§ $678 of od 1989 Code, and that proceedings in that litigation have been informally 
stayed pending determination of this appeal. 
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COMMERCIAL CREDIT 
LAW LETTER 


By Tuor W. Kouzz, Jr., Member New York Bar 
Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional 
sales, chattel mortgages and other secured transactions. 


It must seem to business- 
men—bankers and finance ex- 
ecutives — that the legal 
world is filled with use- 
less technicalities which, 
rather than serving any 
useful purpose, tend only 
to complicate simple routine 
transactions. Attestation, 
witnesses, recording appear 
to -be only formalities 
which accomplish very lit- 
tle in the eyes of laymen. 
From the legal point of view, 
however, just the opposite 
is true. Each formality is 
based either on statutory 
requirements or prior legal 
decisions and even though 
the force of such require- 
ments and decisions is not 
always immediately apparent 
in reading over a contract 
or chattel mortgage forn, 
the reasons behind most of 
the formalities are very 
real. A recent case illus- 
trates the point. 


ATTESTATION—CONDITIONAL 
SALE CONTRACT 


The Court of Appeals in 
Georgia was called upon to 
decide property rights be- 





tween the holder of a condi- 
tional sale contract and a 
purchaser in a foreclosure 
action. In ruling against 
the holder, the court point- 
ed out that even though an 
unattested contract is va-=- 
lid between the parties to 
the contract it is not valid 
as against a third party. 
Home Finance Company v. Uni- 
ted Motor Sales, Georgia 
Court of Appeals, April 4, 
1956. 

* * * 
REPOSSESSION—SALE OF 
PROPERTY 


Another illustration of 
the worth of paying atten- 
tion to the formalities 
prescribed by counsel is 
found in a recent Tennessee 
case where it was quite evi- 
dent that the seller of 
property successfully re- 
covered from a situation 
where the value of its se- 
curity could have been lost 
had the correct steps not 
been taken. The court ruled 
that where the conditional 
seller had repossessed and 
sold property subject to the 
conditional sale contract, 
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and a deficiency existed 
after the sale, the seller 
was entitled to a deficiency 
judgment since the require- 
ments of the sale contract 
and the applicable statutes 
had been carefully fulfilled 
in carrying out the repos- 
session and resale. In this 
respect the court overruled 
the conditional buyer's ob- 
jection that the property 
had been repossessed against 
his will. It stated that as 
long as the repossession had 
been peaceable, it was valid 
under the terms of the con- 
tract and the statutes. 


Niel, d/b/a Pipeliner Rent- 


als Company v. McAfee, Ten- 
nessee Court of Appeals, 


March 30, 1956. 

* * * 
USURY—DESCRIPTION IN NOTE 
PREVAILS 


Cases seldom appear nowa- 
days where a suit based upon 
an allegation of usury is not 
successful. One has been 
reported lately, though, 
where the opposite was true 
and for a rather peculiar 
reason. The holder of a note 
which was secured by a mort- 
gage brought suit against 
the mortgagor for the bal- 
ance due on the note. The 
mortgagor pointed out that 
while the interest provis- 
ions in the note were not 
usurious, those in the mort- 
gage were and that there- 
fore the holder was not en- 
titled to judgment. The 
court ruled against the 
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mortgagor, reasoning that 
when the terms of a note and 
the mortgage which accom- 
panies it are in conflict, 
the terms of the note are 
controlling. Blalock v. 
Blalock, Arkansas Supreme 
Court, March 19, 1956. 
* * * 
PLACE OF RECORDING 


Here's a new wrinkle in 
the procedure of recording 
which bankers and finance 
officers would do well to 
consider seriously for it 
involves a mistake that even 
the most meticulous person 
could make. The assignee of 
a conditional sale contract 
sought to reclaim certain 
refrigerator equipment cov=- 
ered by the contract. It ap- 
peared that the contract had 
been properly recorded until 
the matter was looked into 
thoroughly at which time it 
was found that it had been 
recorded in the county 
where the equipment was 
located rather than in the 
county where the buyer had 
its principal place of busi- 
ness. The statute required 
that a conditional sale con- 
tract be recorded in the 
county where the buyer "re- 
Sides." The court inter- 
preted this to mean the 
county where the buyer, 
which was a corporation, 
had its principal place of 
business as set forth inits 
articles of incorporation. 


In re Merrymeeting Products 
Corporation, United States 
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District Court, 
March 14, 1956. 

= * ~ 
WAGE EARNER'S PLAN— 
BANKRUPTCY 


Under the Bankruptcy Act 
it is possible for a person 
to file what is termed a 
"wage earner's" plan which, 
if found feasible by the 
court, entitles the bank- 
rupt to certain considera- 
tions not possible under 
other provisions of the Act. 
In a case decided by the 
Tenth Circuit Court of Ap- 
peals a mortgagee was pre=- 
vented from reclaiming a 
mortgaged television set 
from the bankrupt wage earn- 
er's (mortgagor) trustee in 
bankruptcy because the mort= 
gage was unrecorded. 

The mortgagee in effect 
claimed the trustee was only 
a distribution agent under 
the wage earner's plan filed 
by the bankrupt and that 
therefore the trustee did 
not become vested with title 
to the television set. The 
court ruled against the 
mortgagee, however. It rea-=- 
soned that the trustee had 
the rights of a lien credi- 
tor granted him under sec- 
tion 70(c) of the Bankruptcy 
Act and that these rights 
were not inconsistent with 
his rights under the wage 
earner's plan. Since he was 
vested with the rights of a 
lien creditor, he could 
avoid the unrecorded mort- 
gage in the interest of the 
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general creditors of the 
bankrupt and consequently 
the mortgagee was not en- 
titled to reclaim the mort- 
gaged property. The City 
National Bank & Trust Com- 
pany v. Oliver, United 
States Court of Appeals, 
Tenth Circuit, Feb. 1, 1956. 

ca * * 
LIQUIDATED DAMAGES— 
CHATTEL MORTGAGE 


Under a sale contract a 
mortgagee had the option in 
the event of default to re- 
voke the contract and col- 
lect liquidated damages. 
When the mortgagee brought 
foreclosure proceedings the 
mortgagor opposed the ap- 
pointment of a receiver for 
the mortgaged property on 
the ground that the liqui- 
dated damages provision al- 
ready provided a specific 
remedy for the mortgagee. 
The court decided against 
the mortgagor. Since the 
liquidated damages provis- 
ion was optional and since 
the mortgagee had decided 
not to revoke the contract 
and demand such damages, 
there was no reason to deny 
appointment of a receiver as 
long as there was adequate 
proof that the security 
under the mortgage was in 
danger of being diminished. 
Frieda, d/b/a Floresville 
Butane Company v. Kroesche, 
d/b/a Butane Gas and Equip- 
ment Company, Texas Court of 
Civil Appeals, March 14, 
1956. 












BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


ARIZONA: A new uniform code for the regulation of consumer 
finance companies was approved this year by Arizona lawmakers. 

The new act, according to a copy furnished by State Superintendent 
of Banks D. O. Saunders, raised the lending limit ceiling for small loan 
companies from $300 to $600, but reduced the formerly permissible in- 
terest rate of 3!/, per cent. The new scales are 3 per cent on the first 
$300 and 2 per cent on the remainder. 

The measure spells out the small loan regulatory duties of the state 
superintendent of banks, and requires that the borrower be given com- 
plete details of the carrying charges and interest on his loan. Other 
provisions include a prohibition against a company with two licenses 
making multiple loans to the same borrower. 

A section of the act on “insurance securing loan” includes the fol- 
lowing provisions: 

“A. Subject to the conditions provided in this section and notwith- 
standing any other provisions of this article, reasonable insurance may 
be sold in the licensed place of business to the borrower, insuring any 
property securing a loan and insuring the life of one party obligated on a 
loan. 

“B. All insurance sold pursuant to this section shall bear a reason- 
able and bona fide relation to the existing hazard or risk of loss and 
shall be written by an agent licensed in this state and by an insurance 
company authorized to conduct such business in this state. A licensee 
may not require the purchasing of such insurance from the licensee or 
any employee, affiliate or associate of the licensee as a condition prece- 
dent to the making of the loan but the licensee may otherwise desig- 
nate the company in which the insurance shall be placed so long as the 
insurance company is authorized to conduct business in this state. 

“C. The licensee shall at the time the insurance is sold deliver a 
written receipt or binder to the borrower and within 30 days thereafter 
deliver to the borrower or, if more than one, to one of them, a policy or 
certificate of insurance covering any insurance procured by or through 
the license or any employee, affiliate, or associate of the licensee in con- 
nection with the loan, which shall set forth the amount of any premium 
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which the borrower has paid or is obligated to pay, the amount of in- 
surance, the term of insurance and a description of the coverage. The 
policy or certificate may contain a mortgage clause or other appropriate 
provisions to protect the insurable interest of the licensee. 

“PD. Property insurance, when sold by a licensee in connection with 
the loan, shall be at the option of the borrower in an amount not to 
exceed the reasonable value of the property insured or the approximate 
amount of the loan or transaction, whichever the greater, and shall be 
for a term not to exceed the approximate term of the loan transaction. 


“E. On life insurance sold by a licensee in connection with a loan 
and for the term of the loan in an amount approximately equal to the 
amount owed to the licensee at any time during the term, the licensee 
may charge the borrower not more than 50 cents per $100 per year of the 
original loan and charges precomputed or to be earned, or 74 cents per 
month per $100 of outstanding debtedness and proportionately at that 
rate for a greater or lesser period and for a greater or lesser amount of 
such life insurance coverage, regardless of the cost to the licensee. Life 
insurance shall be in an amount not to exceed the approximate amount of 
the indebtedness outstanding at any time during the life of the loan or 
transaction. 

“F. Notwithstanding any other provision of this article, any ad- 
vantage, commission, dividend, gain, identifiable charges for group life 
insurance, or otherwise, to the licensee or to any employee, affiliate or 
associate of the licensee from such insurance or its sale shall not be 
deemed additional or further interest or charge in connection with the 
loan, but if a new loan is made or a contract of loan renewed and new 
insurance is to be sold, the insurance provided for in this section shall 
be applied thereto or cancelled and a refund of the unearned premium or 
identifiable charge credited or made before new insurance is sold. 

“G. Except as otherwise specifically provided in this article, insur- 
ance transactions under this article shall in all respects be subect to 
applicable laws pertaining to such insurance under title 20 and to 
applicable rules and regulations duly promulgated thereunder.” 

Small loan firms are required by the act to be licensed by the super- 
intendent of banks, with $100 annual license fees and a $50 fee at the 
time of application to cover investigating costs. Provision is made for 
additional fees for examinations of the places of business and the trans- 
actions of licensees. 

Exempted from licensing provisions of the act are persons “doing 
business under and as permitted by any law of this state or of the United 
States relating to banks, savings banks, trust companies, building and 
loan associations, licensed pawn brokers or credit unions.” 


“Not more than one place of business shall be maintained under the 
same license,” the act stipulates, “and not more than one license shall be 
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maintained in a place of business, but the superintendent may issue ad- 
ditional licenses to the same licensee upon compliance with the provi- 
sions of this article governing issuance of a single license.” 

“No licensee,” it is further provided, “shall conduct the business of 
making loans under this article within any office, suite, room or place 
of business in which any other business is solicited or engaged in, or 
in association or conjunction with any other business, if the superintend- 
ent finds, after a hearing, that the other business is of such a nature 
as to conceal an evasion of this article, and issues a written order ac- 
companied by findings of fact directing the licensee to desist.” 

Annual reports from licensee containing specified data showing their 
financial condition and transactions are required by the act. 

A provision banning payments of commissions says: “The payments 
of fees, commissions or bonuses, or the gift of anything of value, to any 
merchant dealer, borrower, or other person for the purpose of attracting 
applications for loans or as consideration for referring loan business is 
prohibited.” 

With respect to advertising, the act provides: “No license shall ad- 
vertise, display, distribute, broadcast or televise, or cause or permit to 
be advertised, displayed, distributed, broadcast or televised, in any 
manner whatever, any false, misleading or deceptive statement or rep- 
resentation with regard to the rates, terms or conditions for loans.” 

“The superintendent,” it is further provided, “may require that 
charges or rates of charge, if stated by a licensee, be set forth in such 
manner as he deems necessary to prevent misunderstanding thereof by 
prospective borrowers. The superintendent may permit or require 
licensees to refer in their advertising to the fact that their business is 
under state supervision, subject to conditions imposed by him, to prevent 
an erroneous impression as to the scope or degree of protection pro- 
vided by this article.” 


ARKANSAS: A movement is under way in Arkansas to put on 
the November ballot an initiated proposal to abolish a present state 
constitutional ceiling of 10 per cent on interest rates. 

Popular and formal ballot titles for the proposed constitutional 
amendment were approved by the state attorney general’s office, but 
the initiative petitions will need the signatures of some 33,000 qualified 
voters to win a ballot spot. 

The proposed amendment, without reference to any specific interest 
limit, would empower the state legislature to fix interest rates on certain 
types of installment and other contracts. 

An Arkansas Supreme Court ruling four years ago held that certain 
service and expense fees, which when combined with interest amounted 
to more than the 10 per cent specified in the state constitution, were 
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usurious. The ruling resulted in withdrawal from the state of several 
major sales finance firms. 

The court ruling was followed by an attempt to put an initiated con- 
stitutional change before the voters, but that effort collapsed when the 
State Supreme Court held that the ballot title of the proposal was 
vague and misleading. 


INDIANA: After the impartiality of three of its members had 
been challenged, the State Department of Financial Institutions deferred 
action on a proposed regulation which opponents contend might legalize 
the pressure-sale of unwanted life, accident and health insurance to small 
loan borrowers. 

Nearly the entire day of an early June hearing was consumed in de- 
bating the impartiality issue, raised by Leo M. Gardner, Indianapolis 
attorney representing Household Finance Corp. 

Gardner’s challenge was directed at the department’s chairman, Ern- 
est R. Lee of Indianapolis, and two board members, Richard E. Meier of 
Evansville and Joseph D. Barnette of South Bend. 

Although emphasizing that he did not question their integrity, Gard- 
ner charged they were connected with finance companies which would 
benefit if the board approved the insurance proposal. 

The proposed insurance regulation, which was first advanced last 
fall and sidetracked at that time after stirring up much controversy, 
was defended by Albert Ward of Indianapolis, counsel for the Indiana 
Consumer Finance Association. 

Ward said borrowers would not be forced to buy credit insurance 
and rates are less than those charged for regular life insurance policies. 
The proposed regulation, he noted, would guarantee insurance rebates 
to borrowers who repaid their notes before they were due. 

Opponents of the proposed regulation, which would be listed as Reg- 
ulation 2, contend it might have the effect of requiring borrowers to buy 
insurance regardless of their needs or wants and that it would increase 
the average loan company’s interest rates and charges from 27.2 per 
cent a year to about 33 per cent. The result, it has been charged, would 
be to cost Indiana small loan borrowers about $3,000,000 to $4,000,000 
in additional fees. 

Although Indiana law limits small loan interest rates to 3 per cent a 
month on the first $150 of the loan and 11/4 per cent a month on every- 
thing above $150 to the ceiling of $500, opponents of the proposed new 
regulation say it would impose no such restrictions on the insurance 
premiums that could be demanded of borrowers. 

A special state legislative committee, which is‘conducting an inves- 
tigation into all phases of the credit insurance business, was said to have 
taken a hands-off attitude toward the department’s consideration of 
Regulation No. 2. 
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LOUISIANA: A bill introduced in the Louisiana legislature would 
limit carrying charges and credit charges to 8 per cent. 

The measure was sponsored by Senator Speedy Long of Jena, who 
pointed out there now is no limit to such charges as carrying charges, 
credit charges, credit investigation fees, inspection fees, appraisal fees, 
brokerage fees, handling charges and the discount rate on credit in- 
struments. 

Long said his legislation also would make it compulsory for lending 
agencies to refund unearned interest when a borrower prepaid his note. 
This would cover loans made for a period of less than five years. 

“For too long a time,” he asserted, “our small business people and 
salaried men and women have been saddled with exhorbitant and usuri- 
ous rates of interest in their everyday business transactions.” 

Although saying he believed in “dealing fairly with the money lend- 
ers,” Long said he did not “propose to see anyone grind down the faces 
of the little people who need and must have credit at times.” 


MASSACHUSETTS: A bill to set a statutory limit of 24 per cent 
interest per year on small loans up to $1,000 was strongly opposed and 
received no support at a hearing recently conducted by the Massachu- 
setts legislature’s ways and means committee. 

Support was expressed for another bill which would raise the small 
loan ceiling from $300 to $1,500 and provide for the fixing of interest 
rates by a commission composed of the Board of Bank Incorporations 
plus two gubernatorial appointees, one from organized labor. 

The latter measure was advocated by James C. Gahan Jr., general 
counsel for the Massachusetts Finance Association, who said the indus- 
try realizes a housecleaning is in order to control or put out of business 
the so-called loan sharks. 

James A. Broyer, representing the state AFL organization, also fav- 
ored the commission bill with the labor representative. 

Rep. Edward H. Kerr, Belmont Republican, expressed hope the 
proposed commission would fix a rate of 2.5 per cent a month on the 
first $150 of a loan, 2 per cent on the next $450 and 1.5 per cent on the 
remainder. Companies make no money on loans of less than $150. 

Meanwhile, the Massachusetts Senate returned to committee a bill 
proposing to regulate interest rates in installment sales financing of 
automobiles. 


In another development, an administrative decision by State Insur- 
ance Commissioner Joseph A. Humphreys apparently cleared the way 
in Massachusetts for profit-sharing financed automobile insurance plans 
under which the automobile dealer legally participates in profits on in- 
surance of cars he sells. 
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Humphreys, in overruling an earlier decision by a deputy, held that 
the Groveland Mutual Insurance Co. could continue its financed auto- 
mobile insurance plan in Massachusetts, but could not call it “retro- 
spective rating.” 

Although accepting Groveland’s filing under the state’s fire and 
marine rating law, Humphreys agreed with Deputy Commissioner J. H. 
Louden’s earlier decision that the plan did not constitute a retrospective 
rating plan within the meaning of the rating law. 

Under Groveland’s plan for writing physical damage insurance on 
financed automobiles, the individual automobile buyer pays National 
Automobile Underwriters Association manual rates for the double in- 
terest coverage protecting him and the dealer, and his cost is fixed. The 
automobile dealer, as the named insured, assumes any assessment lia- 
bility, and if the dealer’s business is profitable, the dealer is paid part 
of the premium, as spelled out in the master policy contract. 

Groveland filed its “Retrospective Premium Adjustment” plan with 
the Massachusetts Insurance Department last October. In February, 
Louden held the plan did not qualify as a “rating plan” under the rate 
regulatory law. After a hearing, he reaffirmed this in a decision out- 
lining ratemaking principles and ordered the company to discontinue 
use of the plan. 

The company appealed from Louden’s decision, and in late May the 
following decision was issued by Humphreys: 


After due consideration, my decision is as follows: 

“1—I affirm the finding of Deputy Commissioner Louden that the 
rating plan filed with the Department by Groveland is not a retrospec- 
tive rating plan. 

“@-The rating plan filed by Groveland is such a plan as may be filed 
under the provisions of Chapter 175A, Sec. 6 (a). 

“3—The Department accepts for filing the rating plan and the man- 
ual of rates, both as filed by Groveland. 

“4-—-The standard automobile physical damage policy and the auto- 
mobile finance master policy form (double interest coverage) are hereby 
referred to First Deputy Commissioner of Insurance Henry M. Duggan 
for appropriate action.” 


MICHIGAN: A special interim committee of the Michigan House 
of Representatives met recently to start a study of automobile sales 
financing problems, it was announced by Rep. W. I Bowerman, Lansing 
Republican, who heads the group. 

He said the committee would study the complete automobile financ- 
ing picture and recommend remedial legislation if the study showed a 
need for an increase or decrease in financing rates. 
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Bowerman said the committee also would study the growing prac- 
tice of selling collision, health and accident, and life insurance along with 
the financing of automobiles. 

Also serving on the committee are Representatives Harry Litowich, 
Benton Harbor Republican, and Roger Townsend, Flint Democrat. 


OREGON: State Superintendent of Banks A. A. Rogers issued a 
warning in his annual report against unsound practices in the automo- 
bile sales financing field. 

The report noted automobile purchase loans held by the 38 state- 
supervised banks in Oregon at the end of last year amounted to $13,- 
440,000, an increase for the year of $8,264,000 or 159 per cent. 

“Some few of our banks,” Rogers said, “Appear to have failed to 
follow sound banking practice in their purchase of automobile paper from 
their dealers. 

“Some dealers through their advertising invite the public to make 
their own deal and the banker should realize that such practices attract 
the marginal risk and thus the dealer adds on all possible charges so as 
to show a book profit.” 

Stressing this was dangerous for the dealer, banker and purchaser, 
Rogers said: “When the buyer finds that his car is worth less than the 
balance of his contract, a repossession is likely to occur and everyone is 
the loser.” 


SOUTH DAKOTA: Incorporation papers were recently filed with 
the South Dakota secretary of state by a group which wili seek the 1957 
enactment of a par clearance state banking law. 

Calling itself the South Dakota Par Clearance Association, the non- 
stock corporation will maintain headquarters in Huron, Directors in- 
clude Gordon W. O’Donnell, Sioux Falls; Herman Collignon, Madison, 
and H. O. Ramsey, Rapid City. 

The group’s papers said it would receive contributions from inter- 
ested persons to aid in the legislative battle. The par clearance pro- 
posal has been rejected at several past state legislative sessions. 

Under the proposed legislation, the service fee on checks would be 
paid by the writer of the check rather than the firm or individual which 
presented the check for payment at a bank. 
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Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 





Savings Deposit Creates Tentative Trust Irrevocable at Death 
of Depositor 





Seymour v. Seymour, Florida Supreme Court, 85 Southern 2d 726 


Decedent opened a savings account, the signature card and pass 
book being in her name “in trust” for her son. She made deposits and 
withdrawals from the account until her death. Her administrator 
claimed the balance in the account for her estate; her son claimed the 
balance as belonging to him. Florida law provides that where a de- 
posit is made by one describing himself as trustee for another, and no 
other or further notice of the existence and terms of a valid trust has 
been given to the bank in writing, the bank may pay the amount of the 
deposit to the alleged beneficiary upon the death of the alleged trustee. 
HELD: The Florida law was intended primarily to regulate banks 
and is not conclusive as to the ownership of the deposited money. Here, 
however, the deposit was a typical “Totten trust”—a tentative trust re- 
vocable by decedent until her death made it irrevocable. 


Construction of “Remaining” Cash to Meet Bequests 





Old Colony Trust Co. v. Kennard, Massachusetts Supreme 
Judicial Court, March 13, 1956 


Decedent’s will made four cash bequests to a niece and nephews and 
a smaller bequest to an in-law. It provided that if the bequests ex- 
ceeded one-half the total amount of cash and securities in the estate at 
distribution the smaller bequest should be paid in full and the others 
abated to keep within one-half of the total. Charities were given one- 
half the remaining cash in the estate at distribution, and the estate 
residue went to the niece and nephews. The bequests did not exceed 
one-half the estate cash, and the niece and nephews argued that the 
bequests should first be paid in full, then one-half the remaining cash 
to the charities and the other half to the residuary legatees. HELD: 
The charities take one-half of the total estate cash without deduction 
for the bequests. The word “remaining” was not ambiguous and did 
not mean remaining after deduction of bequests. The word could well 
mean what remained after payment of debts, expenses etc. 
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Bank With Notice of Claim Cannot Offset Thereafter 


In re Glatz, New York Surrogate’s Court, Suffolk County, 
135 New York Law Journal 12, March 15, 1956 


A bank attempted to offset against a deposit in decedent’s name 
the amount of a prior overdraft by decedent plus the amount of dece- 
dent’s promissory note which became due at his death. It was agreed 
that the deposit in decedent’s name was a constructive trust for the 
benefit of the claimant in this action. HELD: Decedent’s death did 
not change the trust, and claimant should recover the balance that re- 
mained in the account as of the date when the bank had actual notice 
of the nature of the deposit. Any offset by the bank before the date of 
actual notice was properly made. 





Corporate Trustee Succeeds to Individual Trustee’s Powers 


In re Penn, New York Surrogate’s Court, Westchester County, 
135 New York Law Journal 13, April 2, 1956 


Decedent created a trust for his wife and daughter, and gave the 
trustee power to invade corpus in his sole discretion. Decedent named 
an individual as trustee and provided that all powers conferred on that 
trustee were to be exercised by all other individual executors and trus- 
tees that might be appointed. The named individual trustee died and 
a bank was appointed successor trustee. It was claimed that the bank 
should not succeed to the powers of the individual trustee. HELD: If 
the power given the individual trustee was personal and confidential 
then the bank did not succeed to it; if the power was incidental and 
necessary to the trust administration then it did pass to the successor. 
The facts here indicate decedent’s intention that the power was not to 
be personal and confidential. Considering the ages of the trust bene- 
ficiaries and the named trustee, decedent undoubtedly contemplated 
that the trust might continue beyond the life of the named trustee, and 
he wanted the trust to provide care and support for the beneficiaries. 
The trustee’s powers were incidental and necessary to the trust. 





Testimony of Trust Settlor — to Defeat Irrevocability 
Clause 





Pernod v. American National Bank & Trust Co., Illinois Supreme 
Court, 8 Illinois 2d 16 


The settlor of an irrevocable trust sought to set the trust aside on 
the ground that she had mistakenly made the trust irrevocable. The 


settlor was 79 when she created the trust and in poor health. She 
testified that the question of revocability was never discussed. Appar- 
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ently she did not read the trust instrument in final form, and her at- 
torney testified that while he had explained every provision of a draft 
which was substantially similar to the final agreement, it was possible 
she had not understood his explanation. HELD: The trust cannot be 
set aside. “Because the testimony of a settlor seeking to revoke a trust 
is likely to be unreliable, and because solemn written instruments are 
not to be lightly overturned, strong corroboration of the settlor’s testi- 
mony is required in order to warrant the granting of relief.” 


Defamatory Statement in Will Held Libel 


Brown v. Du Frey, New York Court of Appeals, April 27, 1956 





The will of a former wife divorced by her husband for adultery 
falsely charged that the ex-husband abandoned and failed to support 
her. Her charge was given newspaper publicity. The ex-husband sued 
the executor of the will for testamentary libel. HELD: The words in 
the will were libelous as a matter of law. They were more than a mere 
assertion of marital discord and necessarily tended to expose the ex- 
husband to public contempt and to cause him to be shunned by a num- 
ber of respectable members of the community. The charge was in- 
serted into the will gratuitously and was not intended to justify the ex- 
wife leaving the ex-husband nothing of her estate, since under New 
York law his right to share in her estate was terminated. 


Investments For Savings Banks Cannot Govern Trust Investments 





Estate of Pettit, New York County Surrogate’s Court, 135 New York 
Law Journal 7, March 14, 1956 


A will provided that the trustees should invest in “such securities and 
investments as are recognized by the law of the State of New York 
relating to investments by trustees and savings banks.” ‘The will was 
probated in 1930. Because of a recent ruling, however, it has been held 
that Section 235 of the Banking Law which regulates investments by 
savings banks cannot govern trust investments. HELD: The New 
York law relating to savings banks is inapplicable to the trust, and the 
trustees are confined to the other category of investments provided in 
the will, that pertaining to investments authorized by law for testa- 
mentary trustees. 












BANKING 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes on 







Determination of Worthlessness of Stock Held by Bank 


Peoples National Bank of Charlotteville v. United States of America, 
United States District Court, W.D. Virginia, March 27, 1956 


A national bank held stock in a corporation. A federal bank ex- 
aminer directed the bank to write the stock off as worthless. The bank 
sued for tax refunds thereafter, claiming that it was entitled to a deduc- 
tion for the charge-off of the stock as a capital loss. At the same time 
it donated some of the stock to a charity and claimed and was allowed 
contribution deductions in amounts approximating the original value of 
the stock. Thus, the bank claimed and received the benefit of high 
valuation on the stock for charitable contributions purposes and at the 
same time sued for tax refunds on the theory that the stock was worth- 
less. HELD: Tax refunds disallowed. The bank examiner made no 
reasonable attempt to determine whether the stock was worthless, and, 
in fact, it appears that it was not. Neither did the bank attempt to 
show that the stock was worthless. While the write off of the stock 
ordered by the examiner raises a presumption of worthlessness this pre- 
sumption is not conclusive, and the action of the examiner must be based 
on a reasonable attempt to ascertain the value of the stock. 


Validity of Tax Lien Against Assignment For Past Due 
Consideration 


United States of America v. Franklin Savings and Lean Association et al, 
United States District Court, M.D. Pennsylvania, April 30, 1956 


D, against whom federal taxes had been assessed, had a sum to his 
credit with the defendant savings and loan association and assigned 
such sum to one of his creditors. Prior to the assignment the Collector 
of Internal Revenue received a tax assessment list containing D’s name, 
but it was not until after the assignment that a warrant for distraint and 
notice of lien and levy were issued by the Collector. The sum involved 
at all times remained in possession of the savings and loan association. 
Dispute arose as to whether the Government lien took priority over the 
assignment. The Internal Revenue Code provides that the Govern- 
ment’s lien arises at the time the assessment list is received by the Col- 
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lector, except that a lien without notice, such as here, is not valid against 
a mortgagee, pledgee, purchaser or judgment creditor until the Collector 
files notice. HELD: The Government lien prevails because the as- 
signee-creditor is not within the above lien-without-notice exception. 
“The assignment ... was for a past due consideration, and, conse- 
qently, the assignee would not be considered a purchaser within the re- 
cording acts.” 


Gain From “Savings” Resulting From Bank Receivership Held 
Taxable Income 





Commercial National Bank of Shreveport, U.S.A., v. Commercial National 
Bank of Shreveport in Liquidation and Russell, United States 
District Court, W. D. Louisiana, April 3, 1956 


Bank A was in receivership. It contracted to convey to Bank B its 
entire banking business, including more than $3,000,000 in cash and 
other items treated as cash, and pledged or hypothecated all its other 
assets together with its note of $1,000,000 as security. In return Bank B 
assumed the liability to depositors and other current indebtedness, but 
excluded liability to Bank A stockholders. Among the assets trans- 
ferred was real property. Bank B was to receive 6% per year on daily 
balances and on the $1,000,000 note. The legal title to all real property 
conveyed was thus in Bank B. Under Louisiana law the assessed value 
of real estate in a bank’s name, after payment of ad valorem taxes 
thereon, is deducted in fixing the value of the bank stock for tax assess- 
ment purposes. Hence, the assessed value of the real estate pledged 
by Bank A and remaining unsold from year to year was deducted from 
the assets of Bank B, but the ad valorem taxes thereon were paid and 
charged to Bank A. Thus, during the period of liquidation a tax “sav- 
ing” accrued, and such “saving” was ultimately ordered by court pro- 
ceedings to be paid to Bank A’s receiver as property of Bank A. The 
question then arose: Is the “saving” taxable income as defined by the 
Internal Revenue Code? HELD: The tax “saving” is taxable income 
to Bank A to whom it was adjudicated. The gain was not profit from 
any business operation of Bank A or for its account; but it falls under 
the all-inclusive clause of the Code, “gains or profits and income derived 
from any source whatever.” 


Opening of Safe Deposit Box for Inheritance Tax Inventory 





Opinion of Michigan Attorney General, Fehruary 2, 1956 


Where the lessee of a safe deposit box has given his agent, deputy 
or attorney-in-fact authority to have access to such box, on notice of 
the death of such agent, deputy or attorney-in-fact, is the bank re- 
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quired to withhold access to the box from the lessee himself and require 
an inventory of the box by the county treasurer? 

The above Opinion holds that there is no such requirement imposed 
on the lessor bank. “The legal effect of the death of the agent, attorney- 
in-fact, or deputy is merely to terminate such agent’s authority.” 


Out of State Finance Company With Local Business Office Held 
Subject to Property Tax 





Thompson v. Bankers Investment Company, Inc., Oklahoma Supreme Court, 
October 4, 1955 


An out of state finance company maintained an office in Oklahoma 
and purchased installment notes given to local retail dealers for the 
purchase of automobiles and appliances. The home office in Kansas 
carefully supervised the Oklahoma operations and received all the notes 
that were purchased. The purchase of the Oklahoma notes was financed 
by a fund on deposit with an Oklahoma bank. The notes were declared 
subject to the Oklahoma intangible personal property tax by a County 
Assessor. HELD: The notes are taxable. Intangibles may acquire a 
business situs other than the domicile of the owner if they are an 
integral part of a local business activity. The notes were the essence 
of the finance business conducted in Oklahoma and thereby acquired 
an Oklahoma business situs for tax purposes. 


Cash Distribution to Stockholders of Merged Bank as 
Constituting a Dividend 


Revenue Ruling 56-220, LR.B. 1956-21, p. 11 


Y bank merged into Z bank. For the assets of Y bank its stock- 
holders were given stock in Z bank and cash. The cash was paid by 
Z from a special trust it set up directly to the Y stockholders without 
passing through Y bank. It was not a pari of the assets transferred to Z. 
The cash distribution was to adjust for the difference in the value of 
each bank’s stock and to avoid having to issue fractional shares. The 
question arose as to whether the cash distribution had the effect of a 
distribution of a taxable dividend under Section 356(a) (2) of the 1954 
Internal Revenue Code. 

The above Ruling states that the cash received in the exchange of 
stock had the effect of a distribution of a dividend. Therefore, the por- 
tion of the gain which was not in excess of each Y stockholder’s ratable 
share of the undistributed earnings and profits of Y bank accumulated 
after February 28, 1913 (the date set by Section 356 of the Code) is 
treated as a dividend to such stockholder. The remainder, if any, of 
the gain is treated as gain from the exchange of property. 
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INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Bank Fiduciary Fund 

AST year witnessed the estab- 

lishment of the Bank Fiduciary 
Fund, a mutual trust investment 
company specifically designed for 
the purpose of enabling New York 
State banks to participate, on be- 
half of their clients, in a common 
trust fund. This institution fills a 
gap in the banking service struct- 
ure; two-thirds of the banks in 
New York State have no invest- 
ment department, nor do they 
employ an individual whose full 
time is devoted to investments. 
Obviously, an ordinary common 
trust fund is beyond the capacity 
of these banks. 

When the New York State Legis- 
lature passed enabling legislation 
in 1954, it was estimated that not 
one bank in ten had set up a com- 
mon trust fund. The explanation 
lay in the economics of the situa- 
tion. Effective use of a common 
trust fund could be made only if 
there were a sufficient number of 
suitable trusts to justify the ex- 
pense involved. Accordingly, only 
a few of the relatively large banks 
found the common trust fund a 
useful instrument. 

The Fund has now released its 
first annual report, for the year 
ended April 30, 1956. It discloses 
principal assets of $3.8 million, an 
amount which was increased by 
over another half-million dollars as 
the second year of operation be- 
gan. Investments in the Fund 
have been made by 87 banks, in 
amounts ranging from $5,000 to 
more than $600,000. Directors of 
the Fund, in an effort to further 





extend its usefulness, have now re- 
duced the minimum investment 
per bank to $2,500. Hitherto, the 
minimum participation had been 
$5,000. 

Operating expenses of the Fund 
totalled slightly more than $4,000, 
and were equivalent to only 54% per 
cent of portfolio income. This very 
low ratio of expense to income re- 
flects, in large part, the absence of 
salary and office expenses. The 
Board of Directors, composed of 
leading trust executives in the 
banking world, serves without com- 
pensation. In addition, the Trust 
Division of the New York State 
Bankers Association contributes 
the time of its personnel and the 
use of its office facilities. As is 
readily apparent, this whole con- 
cept of the Fund, as well as the 
gratuitous contribution by the 
banking community, represents a 
very real and important contribu- 
tion to the public interest. 

The Fund is confined by law to 
New York legal investments. Ratio 
of common stocks to the market 
value of the portfolio has been 
maintained at approximately 35 
per cent—the legal limit—and no 
change in this policy is currently 
contemplated. 

In the words of Charles W. Buek, 
president of the Fund, “The results 
of the first year of the Fund’s exist- 
ence have been gratifying.” 


Legal List . 

The New York State Banking 
Department has just released its 
new “List of Securities Considered 
Legal Investments for Savings 
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Banks in New York.” Contained 
therein is a caveat by banking 
Superintendent George A. Mooney: 
“Particular attention is called to 
the provisions of the law with res- 
pect to the taxing power of muni- 
cipalities, the names of which ap- 
pear on the list.” 


Certain municipal obligations on 
the list are asterisked. This identi- 
fication indicates they are not legal 
for purchase by savings banks un- 
less the issuing municipality has 
power to levy taxes on the taxable 
real property therein for the pay- 
ment of such obligations without 
limitation of rate or amount. The 
law further provides, Mr. Mooney 
reminds us, that “no obligation is- 
sued after the year 1938 by any 
city, county, school district or other 
municipality of any state other 
than New York is legal for pur- 
chase by a savings bank unless the 
issuing municipality has such tax- 
ing power.” 


It is left to the trustees of sav- 
ings banks to satisfy themselves 
that the securities comply with the 
law on the question of unlimited 
taxes. It is presumed that, in so 
doing, they will be assisted by an 
attorney’s opinion accompanying 
the bond issue or by an opinion of 
their own attorney. 


Stock Exchange Activity 


The New York Stock Exchange 
has just released the results of its 
sixth Public Transaction Study. 
This report discloses a sharp in- 
crease in the volume of business 
executed on the Exchange for 
people under 40 and for women. 
Signs of wider investment activity 
in smaller towns and cities are also 
evident. The Study represents a 
photograph of the market on two 
test days in March and is based on 
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a detailed analysis of some 86,000 
transactions. 

Among the principal findings 
enumerated in the Study are the 
following: 

1. Public individuals continue 
to account for roughly 60 per cent 
of the total share volume on the 
Exchange. 

2. The volume of shares bought 
and sold by and through institu- 
tions and intermediaries has main- 
tained its uptrend. This classifica- 
tion includes banks, insurance com- 
panies, investment companies, edu- 
cational institutions, and personal 
holding companies and estates. 
Most active of all institutional in- 
vestors are commercial banks and 
trust companies. Mutual funds are 
next in order of activity. 

8. Of ten major cities in the 
country, only two showed percent- 
age increases in public volume as 
compared with June, 1955. For the 
first time in the history of any 
study, Texas accounted for more 
than 2 per cent of the volume of 
public business. 

4. About 60 per cent of the 
volume of business executed for 
the account of public individuals 
represented long-term investment 
transactions. 

5. Individuals in the $10,000- 
$25,000 income group have steadily 
increased their proportionate par- 
ticipation in the market. 

6. Margin transactions by pub- 
lic individuals represented almost 
22 per cent of total share volume. 
Approximately 80 per cent of such 
margin transactions were for in- 
vestment purposes. The remaining 
one-fifth represented trading trans- 
actions. 

According to Exchange president 
Keith Funston, share volume by 


people under 40 jumped to a figure 
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of 16 per cent of all volume by 
public individuals. In prior studies, 
the percentage for this group had 
stayed close to 18 per cent, with 
no trend apparent. Women ac- 
counted for almost 24 per cent of 
all volume by public individuals. 
The findings with respect to mar- 
gin transactions, declares Mr. 
Funston, “should refute once and 
for all the mistaken notion that 
margin transactions are synony- 
meus with trading transactions.” 


The Change in Banking 

Discussing “Commercial Bank- 
ing in a Dynamic Economy,” the 
June Business Review of the Fed- 
eral Reserve Bank of Philadelphia 
notes that the growth of bank re- 
sources has kept pace with that of 
the economy. Furthermore, it is 
pointed out, banks have made con- 
siderable progress in still another 
way. Reflecting the changing needs 
of their customers, they have gone 
far in adapting the terms on which 
credit is extended. 

Future growth and development 
of commercial banking, the Review 
comments, will be influenced by a 
number of factors. For one thing, 
“What banking does depends large- 
ly on how bankers think.” For a 
long time, the “real-bills doctrine” 
was the dominant concept of com- 
mercial banking and this necessar- 
ily confined bank credit to narrow 
segments of the economy. In the 
course of events, however, bankers 
were compelled to broaden this 
concept; it was only then that 
commercial banking began to meet 
the credit needs of other segments 
on a significant scale. 

Furthermore, we are told, “It is 
better to be pragmatic than dog- 
matic.” Recall the typical attitude, 
thirty years ago, to consumer 
credit, term loans to business, and 
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long-term loans for the purchase 
of homes. All were regarded as un- 
suitable for commercial banking. 
But due to enterprise and initia- 
tive, terms were devised that made 
these types of credit more suitable 
to both lender and borrower. To- 
day, of course, they constitute the 
bulk of the commercial bank loan 
portfolio. And in the years ahead, 
if banks fail to meet the sound and 
legitimate — but changing—credit 
needs of a dynamic economy, other 
institutions will come in to fill the 
gap. 

“Bankers,” declares the Philadel- 
phia Reserve Bank, “face a real 
challenge and responsibility. Com- 
mercial banks and other lenders to- 
day are operating within a rapidly 
changing framework of new in- 
dustries, new products, and new 
techniques. The future of com- 
mercial banking will be fashioned 
largely by how bankers respond— 
how well bank officials keep 
abreast of the times and adapt 
banking services to the changing 
needs of a dynamic economy.” 

Bankers, however, must always 
keep in mind the danger of making 
unsound loans and of granting 
terms inconsistent with the unique 
character of a commercial bank. 


Savings Banks and 
Mortgage Lending 

It is well known that the ma- 
jority of the country’s 527 mutual 
savings banks are tucked away in 
its northeast corner. However, it 
is not so well known that their 
activities are confined to approxi- 
mately 25 states. The reason, ex- 
plains Joseph J. Braceland, vice 
president of the Philadelphia Sav- 
ings Fund Society, “is the perfect 
maze of legal obstacles imposed 
by the legislatures of the various 
states.” 
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In addition to the general prob- 
lem of conforming to local law 
with respect to “doing business” in 
other states, there are further 
complications of foreclosure laws 
and periods of redemption after 
foreclosure has taken place. In 
some states, for example, it takes 
much more than a year to fore- 
close a mortgage; then, having 
completed the foreclosure, only a 
“flawed” title is acquired—as the 
ex-obligor has the right to redeem 
the property at any time within the 
ensuing year. 

Mr. Braceland illustrates this 
concretely. The Philadelphia Sav- 
ings Fund Society, he states, has 
no mortgage investments in the 
State of Washington or in the thriv- 
ing city of Seattle; also, only a few 
mutual savings banks have some 
very limited mortgage holdings in 
either Washington or Oregon. For 
the most part, such holdings are 
confined to “608s,” where the banks 
need not face up to the foreclosure 
problem; in event of default, the 
mortgage is assigned to the FHA 
at a 1 per cent penalty. 

Purchase of mortgages secured 
on Seattle real estate requires a 
savings bank to qualify for doing 
business in the State of Washing- 
ton. Initially, this means the filling 
out and filing of an application, to- 
gether with payment of a nominal 
fee, but thereafter the situation 
grows more complex. The amount 
of an annual license fee necessitates 
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use of a very complicated formula 
for purposes of computation. As 
mutual savings banks have no 
stock, the fee is determined by cal- 
culating the ratio of an institution’s 
assets within the state boundaries 
with total assets, and then relating 
this to surplus. Such a set-up led 
the Philadelphia bank to the con- 
clusion that the making of loans in 
Washington might involve more 
trouble and expense than it would 
be worth, taking into consideration 
the relatively high foreclosure 
costs and the one-year period of 
redemption. 

Of course, there does exist a cure 
for situations such as this. In this 
connection, Mr. Braceland observes 
that several states have recently 
faced up to the problems confront- 
ing the out-of-state mortgage 
lender. These states have enacted 
legislation which clearly defines 
the status of the foreign investor. 
Described as a “model law” is the 
foreign investor statute passed in 
Tennessee in 1953. The result of 
combined efforts of commercial 
and mortgage bankers in Tennessee 
and foreign institutional lenders, 
this legislation makes it clear that, 
so long as an out-of-state savings 
bank stays within reasonable limits, 
it will not be subject to local taxa- 
tion or any other penalties. Addi- 
tional steps in this direction, he 
declares, will permit the unres- 
tricted flow of mortgage funds into 
other jurisdictions. 





BOOKS FOR BANKERS 


MANUAL OF BANK OPERA- 
TIONS FOR SAFE DEPOSIT 
VAULTS. Prepared by Man- 
ual Committee of the Illinois 
Safe Deposit Association, Jacob 
Fisler, Chairman. This Manual 
was prepared by the following 
safe deposit men constituting the 
Manual Committee of the Illi- 
nois Safe Deposit Association: 
Jacob Fisler, Chairman, Secre- 
tary-Manager, LaSalle National 
Safe Deposit Corp., Chicago; 
Dominic D. Scanlon, Assistant 
Secretary, Continental [Illinois 
Safe Deposit Company, Chicago; 
Aaron D. Felsing, Secretary- 
Treasurer-Manager, The North- 
ern Trust Safe Deposit Com- 
pany, Chicago; Stanley V. West- 
man, Vice President, Exchange 
Safe Deposit Corp., Chicago. 
The Manual is divided into sev- 
eral major classifications includ- 
ing Rentals, Accesses, Keys and 
Locks, Deceased Persons, Court 
Decisions, Statutes, etc. Al- 
though oriented with particular 
reference to the requirements of 
Illinois law, bankers in other 
states should find this Manual 
extremely useful in solving some 
of their own operational prob- 
lems, as well as a basis for the 
preparation of similar manuals 
in their own states. 


FORGERY AND FICTITIOUS 


CHECKS. Julius L. Sternitzky. 
Charles C. Thomas, Springfield, 
Illinois 1955. Pp. 101. $4.75. Al- 
though not a detailed study of 
forgery and fictitious checks, this 


short book makes interesting 
reading for bankers and the pub- 
lic in general. Essentially it 
relates the experiences of its 
author who for some years 
worked with the Oakland Police 
Department’s forged check de- 
tail and who in doing so came 
across most of the check forging 
methods in current use. The 
author suggests several proced- 
ures for preventing check forgers 
from being successful and indi- 
cates how to establish the au- 
thenticity of the check itself 
before having to ask the present- 
er to identify himself. 


THE HISTORY OF NEGO- 


TIABLE INSTRUMENTS. J. 
Milnes Holden. John de Graff, 
Inc., New York, 1955. Pp. 328. 
$7.00. With typical English 
thoroughness and attention to 
detail, Mr. Holder, a Barrister- 
at-law of Lincoln’s Inn, London 
has traced back the history of 
Negotiable Instruments in Eng- 
land. This book, although of 
value mostly as a_ reference 
source, does contain many de- 
tails of the ancient history of 
commercial law which are of in- 
terest to those who deal in nego- 
tiable instruments and may 
therefore want some history 
about their origin. 


EXPORT-IMPORT BANKING. 


William S. Shaterian. Ronald 
Press. New York 1956. Pp. 497. 
$6.50. There are probably few 
people in the United States 
whose experience in foreign 
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banking could match that of 
William S. Shaterian, the author 
of this important book on ex- 
port-import banking. Besides 
being associated with the Ameri- 
can Institute of Foreign Trade 
and the American Institute of 
Banking in New York, he spent 
twenty-eight years in the over- 
seas division of a New York City 
bank. His book treats lightly 
with the development of foreign 
trade from the point of view of 
the banker, and then deals in 
detail with the everyday prob- 
lems of such trade. Of particu- 
lar importance are the chapters 
on bills of lading, marine insur- 
ance, commercial letters of credit 
and the legal aspects of commer- 
cial credit. Bankers will find the 
41 forms which the author has 
included in this book, especially 
helpful in carrying on the busi- 
ness of foreign trade. 


INTRODUCTION TO INVEST- 


MENTS. John C. Clendenin. 
McGraw-Hill, New York 1955. 
Pp. 647. $6.50. The second edi- 
tion of Mr. Clendenin’s book on 
investments was published in late 
1955. It is a text of an intro- 
ductory nature and was, accord- 
ing to the author, written to 
stress the development of per- 
sonal investment plans. It ac- 
cordingly emphasizes market 
prices and their behavior and the 
details of market procedure. To 
accomplish his purpose the au- 
thor has covered a wide variety 
of subjects including real estate, 
life insurance, trusts, tax plan- 
ning and savings institutions. 


THE BUSINESS LAW OF REAL 


ESTATE. Gerald O. and Lillian 
G. Dykstra. Macmillan Com- 
pany. New York 1956. Pp. 839. 
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$10.00. The law of real estate is 
undoubtedly one of the most 
complicated branches of law in 
existence, probably because there 
is behind it a very ancient tradi- 
tion and because the law has al- 
ways had universal application. 
The Dykstras who have written 
this book do much to clarify 
many of these complicated as- 
pects in a way which provides 
the layman with a good oppor- 
tunity to grasp many important 
principals of real estate law. Be- 
sides clear explanations of the 
fundamentals such as mortgages, 
deeds, leases, and adverse pos- 
session, the book deals with the 
subjects of trespass, nuisance, lia- 
bility to licensees and business 
visitors which are subjects not 
usually touched on by works on 
real estate law. 


INVESTMENT COMPANIES. 


By Arthur Wiesenberger & Co. 
61 Broadway, New York City. 
1956. Pp. 400. $20.00. The six- 
teenth edition of this monument- 
al work, like prior editions, is in- 
dispensable to the professional 
investor. Over 50 pages are de- 
voted to the $10 billion securities 
portfolios held by mutual and 
closed-end investment compan- 
ies. Continuance of the present 
rate of growth, it is predicted, 
could witness investment com- 
pany assets attaining the $20 bil- 
lion mark by 1960. Among the 
chapters of particular interest 
to bankers are Use of Invest- 
ment Companies by Fiduciaries, 
Pension and Profit - Sharing 
Plans; Advantages of Living 
Trusts; Estate Building. The 
volume is replete with compre- 
hensive tables, comparisons, and 
analyses of leading companies. 








“A Dynamic 
Potential . . .” 


. «. is created daily by millions of 


Americans in their purc of U.S. 
Savings Bonds through the Payroll 
Savings Plan. Better than three out of 
four of United States Steel’s American 
Steel and Wire Division employees 
are taking advantage of this easy auto- 
matic plan of saving. 

“We in management feel that ev 
employee, whether newly hired or 
ready on the payroll, must be advised 


Portrait by Fabian Bachrach 


i as to the values of this 
avings Bond Program. A p’ 
designed to maintain high isles 
participation is an integral part of our 
ev y Operations.” 
W. EK MUNFORD, President 
American Steel and Wire Division 
United States Steel Corporation 
Write to Savings Bond Division, U.S. 
Treasury Department, Washington 25, 
ake as take san Oo oat or will 
to e lace 
American Steel ond Wher eal 
the more than 40,000 other com- 
— that have successful Payroll 
vings 
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“I looked down 
into my 
open grave” 


“Mr. SENATOR Ross, HOW SAY YOU?” 

In the deathly silence of the Senate 
chamber, the freshman Senator from 
Kansas looked down, as he put it, into 
his own grave. 

On trumped-up charges, the fanatic 
leaders of Ross’s party were trying to 
vote President Johnson out of office— 
because Johnson stood between them 
and their revenge on the defeated South. 

They had warned Ross to vote “guilty” 
or face political suicide. 

And now, on that morning in 1868, the 
verdict hung completely on his vote. 
Falteringly, then loudly, he gave it: 
“Not guilty!” 

That was sheer moral principle speak- 
ing. Edmund Ross refused to join a move 
to wreck the historic powers of the 
Presidency. For this, he lost his future, 
lost his good name—but saved our 
democracy. 

Into the fabric of America is woven 
the steel-tough moral fiber of men like 
Edmund Ross. Braver than battle cour- 
age, it has helped America become so 
strong, that, today, one of the world’s 
greatest guarantees of security is U.S. 
Savings Bonds. 

For it is not American principal, but 
American principles, that back these 
Bonds. So, for yourself and your country, 
invest in Savings Bonds regularly. And 
hold on to them. 


The U.S. Government does not pay for this advertisement. It is donated by this publication in 
cooperation with the Advertising Council and the Magazine Publishers of America. 





It’s actually easy to save—when you 
buy Series E Savings Bonds through 
the Payroll Savings Plan. Once you’ve 
signed up at your pay office, your sav- 
ing is done for you. The Bonds you 
receive pay good interest—3% a year, 
compounded half-yearly when held to 
maturity. And the longer you hold 
them, the better your return. Even 
after maturity, they go on earning 10 
years more. So hold on to your Bonds! 
Join Payroll Savings today —or buy 
Bonds where you bank. 


Safe as America =~ 
US. Savings Bonds 











